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Revenue Act of 1938 


A detailed analy- 
sis of the chief 
taxing provisions 
of the new law 


By JOSEPH 
J. KLEIN** 





| HAVE been assigned to discuss certain selected 
phases of the Revenue Act of 1938. Its provisions, 
in general, apply to calendar years commencing with 
1938. In the case of many department stores and 
other retail organizations, the provisions of the Act 
are applicable to the fiscal year which commenced 
on February 1 of this year. The sections levying 
the basic tax on corporations are, in the statute itself, 
limited in application to two years. This is a Con- 
gressional compromise set forth in Section 15. Never- 
theless, you and I have to wrestle with this complex 
law as though we were to live with it for a long while. 
It may be said that, in final analysis, the Revenue 
\ct of 1938, so far as Congressional intent can be 
discerned and summarized, was to encourage legitimate 
business, or, stated differently, to eliminate from the 
predecessor law some of those elements in it which 
were believed to act as an impediment on business 
enterprise and progress. Congress sought its goal 
in a number of ways, but principally through the 
changed tax on ordinary domestic corporations and 
the changed treatment of capital gains and losses. 
In still another way Congress has indicated its 
desire to encourage business and industry. I refer 
to the new Section 801, which now makes it possible 
for taxpayers to enter into closing agreements with 
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the Commissioner, not only with reference to con- 
summated transactions but with respect to what is 
infinitely more important: namely, the basis to be 
used in the determination of gain or loss in transac- 
tions of later years. The absence of such a privilege 
has been costly to many taxpayers. The case of 
Senator James Couzens and the valuation of his stock 
in the Ford Company comes to mind. In this case 
the Board held that Commissioner Roper’s valuation 
“was a voluntary, gratuitous act outside the scope 
of the Commissioner’s official duty.” Now, in the 
exercise of discretion vested in him, the Commis- 
sioner has settlement authority hitherto denied him. 

I shall not attempt to discuss with you the im- 
portance of taxation as an element in economic well- 
being. Suffice it to observe that Congress believed 
it essential to eliminate, for practical purposes, the 
tax on undistributed profits of the ordinary corpora- 
tion, and to display unmistakable antagonism to 
the so-called “third basket” provision which would 
have singled out the independent corporate enterprise 
for drastic tax punishment in the “catch-all” attempt 
to reach a few organizations which had utilized the 
corporate form of enterprise as a tax avoidance 
measure. How effective these two decisions, ex- 
pressed in the statute, will prove to be, remains to 
be seen. 

While I propose to present a detailed analysis of 
many features of the 1938 Act, in this preliminary 
sketch I must mention one other item. I refer to the 
liquidation of personal holding companies,—both 
domestic and foreign. In the 1937 Act Congress, in 
order to facilitate what has been called “unscram- 
bling of the omelet,” provided for a comparatively light 
tax burden on profits resulting from the early liquida- 
tion of foreign personal holding companies. The 
time for such liquidation was, in the 1938 Act, ex- 
tended until July 31 of this year. Liquidations of 
domestic companies are also facilitated, as is the 
simplification of certain public utility structures. 

Almost every successive tax law revision,—and 
there has been a major revision of the revenue statutes 
on the average of each two years,—has made it in- 
creasingly clear that simplification is a prime requisite. 
The confusion produced by overlapping tax laws 
which are not mutually exclusive but which continue 
to apply in different ways to identical transactions 
which differ from each other only as to the year of 
consummation, and the presence of widely scattered 
statutes affecting federal taxation, are only two rea- 
sons why we may soon have a codification of all 
revenue laws in the form of a separate and control- 
ling statute. But such simplification, while extremely 
necessary, will leave much still to be desired. 
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We realize that a “simple” tax law may not be a 
fair one and, indeed, in application, may be far from 
simple. This is so because we know that necessary 
administrative interpretation may give rise to as 
much litigation as express statutory enactment, but 
all of us who have been wrestling with the 1938 Act 
are astounded at the complexity of some of the new 
provisions. Perhaps the most complicated verbal 
achievement is found in connection with the so-called 
“corporation dividends paid credit” which, with rela- 
tively few exceptions, applies primarily to ordinary 
domestic corporations with incomes of over $25,000. 
This “credit” cannot possibly reduce the tax of the 
average corporation by more than 214%. Neverthe- 
less, in order to express the complicated legislative 
intendment, the draftsmen who, of course, are not 
responsible for the thought which they put into 
technical language, produced something to delight 
unfriendly columnists, both of the serious and the 
humorous variety, and provided editorial writers with 
critical texts. 

Mr. Thomas Tarleau, legal assistant to the Under 
Secretary of the Treasury, in a recent address before 
the National Lawyers’ Guild, pointed out how im- 
possible and, indeed, undesirable it was to have an 
income tax law expressed in simple language. “Equity 
and necessary relief from hardship cannot,” he pointed 
out, “be achieved through a short and simple statute.” 
Experience, both in England and in the United States, 
supports the statement. Mr. Tarleau was on safe 
ground when he, in effect, challenged critics to ex- 
press in simple language complicated features of the 
law. It is not unfair to observe that in such approach 
to the subject it is assumed that the statute must 
remain complicated. While it is true that certain 
simplicity cannot be achieved save at the expense of 
equity, this is not universally so. Consider, for ex- 
ample, the “notch” provision. The tax on ordinary 
domestic corporations with net income of $25,000 is 
$3,525. The “notch” provision serves to avoid too 
precipitate an increase in tax on corporations with 
income slightly over $25,000. Not only could com- 
plicated verbiage be eliminated, but greater equity 
would be realized, if all ordinary domestic corpora- 
tions were subject to the same measure of tax on the 
first $25,000 of net income. This is the rule for in- 
dividuals. On income above $25,000, the rates would 
be higher and they could be so graduated as approxi- 
mately to yield the revenue estimated from the exist- 
ing rates. 

All in all, the latest revision justifies a suggestion 
which I urged on the lawmakers as early as 1918. 
It was to the effect that recommendations for revi- 
sion, and the preliminary drafting of our revenue 
laws, should be entrusted to a non-partisan commis- 
sion of experts charged with the duty of submitting 
its findings, in the first instance, to the Ways and 
Means Committee. The need for such a procedure 
has become increasingly manifest as, with each of the 

thirteen revenue laws enacted since 1913, there recedes 
into a remote future the prospect of a stable revenue 
law unchanged save for rates. Business and industry 
are entitled to a taxing statute on the basis of which 
operations may be planned without the spectre of an- 
nual unpredictable and radical change. I am opti- 
mistic as to the possibility of producing a fair and 
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adequately productive revenue measure through the 
coéperation of impartial experts, despite the discour- 
aging experience of England where, as shown in the 
Report of the Income Tax Codification Committee pre- 
sented to Parliament in April, 1936, 52 revenue acts 
had been passed by 1918, and 17 of the 18 subsequent 
finance acts contained extensive and elaborate re- 
visions. 

I conclude this preliminary phase by reiterating a 
plea made by me some time ago that the comptrollers 
of the country should cooperate with all other like 
minded groups to the end that the making of revenue 


laws shall become a non-partisan enterprise of quali. 
fied experts. 


I. Corporate Taxes—Sections 13 and 14 


In a very real sense, the major change wrought by 
the new Act is in the taxation of ordinary corpora- 
tions. The 1936 Act, applicable to 1936 and 1937, 
imposed a graduated tax on the net income of all 
such corporations ranging from 8% on the first 
$2,000 to 15% on all above $40,000 and a 7 to 27% 
surtax on undistributed profits. After drastic threats 
to continue the undistributed tax in a small sector 
which would have most seriously injured the suc 
cessful independent corporation, among which were 
many department stores, the 1938 Act imposes the 
following levies: 

(1) On ordinary domestic corporations with net incomes 
not in excess of $25,000 (Sec. 14(c)): 

124%4% on the first $5,000 of “special class net income,” 


(soon to be defined): 
14% on the next $15,000 
16% on the next $ 5,000 





making a total tax of 
$3,525 on..... $25,000, an average tax of 14.1% 


(2) On such corporations with net incomes substantially 
in excess of $25,000 (Sec. 13): 
19% of the “adjusted net income” (soon to be defined) 
less: 
(a) 16%4% of the “credit for dividends received” 


and (soon to be explained) 


(b) 2%4% of the “dividends paid credit” (soon to be 
explained) limited to 2¥%% of the “adjusted net 
income” 

(This is the retained remnant of the undistributed profits 
tax.) 


Note: Instead of 19%, the tax is only 161%4% on domestic 
corporations in bankruptcy or receivership during 
any part of the year, but the credit for dividends paid 
is eliminated. Sec. 13(e). 


(3) On such corporations with net incomes slightly more 
than $25,000 (the “notch” provision, Sec. 13(d)): 

(A) IF the gross income includes NEITHER inter- 
est on U. S. and related obligations of the kind not sub- 
ject to individual normal taxes NOR dividends from 
taxable domestic corporations, the tax is 

$3,525 on the first $25,000 of net income, plus 32% 
of the balance. 

(Limitation: Cannot exceed tax as per (2) above.) 

(B) IF the gross income does include either such 
interest or such dividends or both, the tax is calculated 
in the following complicated manner: 


(a) To the first division of $25,000 is allocated 
“such interest” and if the $25,000 is not exhausted, 
“such dividends” (in gross amount). Any _ re- 
mainder is made up of ordinary income. This 
“$25,000” first division is taxed as if such $25,000 
income were the only income of the corporation, 
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1.€., aS are corporations with net incomes not over 
$25,000, consisting of “such interest,” “such divi- 
dends,” and ordinary income. 

(b) The second division consists of the balance 
of the net income. If “such interest” was more 
than $25,000, the excess reduces the net income in 
the second division. If some or all of “such divi- 
dends” was not utilized in the first division, it is 
deducted here. The tax on the net income in this 
division is equal to: 


(i) nothing on “such interest” 
(ii) 12% on “such dividends” 
(iii) 32% on the balance 


(c) The tax is the sum of the taxes determined 
under (a) and (b) above. 


(Limitation: Cannot exceed tax as per (2) above.) 


Definitions and Explanations 


It is necessary, although not pleasant, to define 
and explain at least some of the terms and expres- 
sions which have been employed: 


(a) “Net income” in the 1938 Act is the excess of 
“gross income” over allowable “deductions,” and, 
in the main, differs little from the corresponding 
term in the predecessor Act. 

(b) “Special class net income,” applicable to the 
“$25,000 corporations” and some selected others, 
means “adjusted net income” less the “credit for divi- 
dends received,” that is, 85% of dividends received 
from ordinary domestic corporations (limited to 
85% of the “adjusted net income”). 

(c) “Adjusted net income” is the “net income” less 
the credit for interest on certain U. S. obligations 
and corporations. 

(d) “Dividends paid credit” (Sec. 27)—This credit 
is almost much ado about nothing. This expression 
corresponds to (1) the same term in the 1936 Act 
and (2) the credit in that Act with respect to “con- 
tracts restricting the payment of dividends.” So far 
as the ordinary corporation tax is concerned, the 1938 
credit is far less important than the 1936 credit. It 
now can reduce the tax of ordinary domestic corpora- 
tions (those only with incomes over $25,000) by 214%, 
while under the 1936 law the reduction was with re- 
spect to a tax ranging from 7 to 27%; and the older 
credit, if it did not completely exhaust the undis- 
tributed profits tax, applied against the bracket com- 
mencing with the highest. 

The difference between this credit under both Acts 
is indicated in the following: 

Comparison between “corporation dividends paid credit” 

under 1938 and 1936 Acts: 
1938 Act 1936 Act 
(1) “Basic surtax credit,” i. e., 
(a) “dividends” paid during 


year 

b) “consent dividends” (to b ; 

™ onsiaiaal a (1) Dividends paid 
See during year 


Interest on U. S. bonds 
and related obligations 
(c) For 1939 (not for 1938) ) 
“net operating loss credit” | 
(to be explained) > (2) Dividend carry- 
(2) “Dividend carry-over” (to be | over 
explained) J 
(3) Excess of “accumulated deficit” 
over credit for “net operating (3) None 
loss” (to be explained) 
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(4) Reasonable payment of, or re- (4) Allowance arising 
serves against, indebtedness in out of contracts 
existence before Jan. 1, 1937. restricting divi- 
(To be explained) dend payments 


You have seen enough of the 1938 Act to realize 
how infinitely more complicated are its provisions with 
respect to a 21%4% surtax than were the correspond- 
ing 1936 provisions which related to a 7 to 27% tax. 
Much more remains to be said, and some of the ex- 
pressions set forth in the above comparison must 
be defined and explained, but let us first solve a few 
problems. 

Example 1. (Corporatidns with income over $25,000.) 
(No excess profits tax assumed, since excess profits tax 
continues to be a deduction from gross income under the 
1938 Act.) Ordinary income $150,000; interest received on 
U. S. Government obligations $15,000; dividends received 


from taxable domestic corporations $25,000; dividends paid 
$100,000. 


(A) Under 1938 Act 


ne ESSE CNT neers $150,000.00 
Interest on U.S. obligations................... 15,000.00 
ae ee eran 25,000.00 
I I iio ipivinn 4W A ROM $190,000.00 
Less interest on U. S. obligations........... .... 15,000.00 
Adjusted net income ............ .$175,000.00 


Tentative tax at 19% of adjusted net income... .$ 33,250.00 
Dividend received credit: 

16%2% of $21,250 (85% of $25,000)... $3,506.25 
Dividend paid credit: 











Dividends paid ............. $100,000 
Less interest on U. S. obliga- 
ERE RRS aire 3 
Credit of 244% on........... $ 85,000 2,125.00 
GRAN CHOC 5:5: incase sdvtanctuinnasd WOR ona eee 5,631.25 
Eb ouicnrecndosunsiedinvonaweee $ 27,618.75 
(B) Under 1936 Act ec 
i EE Cee apr: $150,000.00 
Interest on U. S. obligations.................. 15,000.00 
Dives “HECCIVOR 5. - cose oes sinensis cccmtoewaes 25,000.00 
ee ee eee $190,000.00 
Less interest on U. S. Government obligations. 15,000.00 
Net income for income tax calculation...... $175,000.00 
Normal tax calculation: 
be re re $175,000.00 
Dividend received credit (85% of 
I 5 05 25g Seay inte tienes 21,250.00 


Income subject to normal tax. $153,750.00 
Income not in excess of $2,000 @ 8% ($2,000)...$ 160.00 
Income from $2,000 to $15,000 @ 11% ($13,000) 1,430.00 
Income from $15,000 to $40,000 @ 13% ($25,000) 3,250.00 
Income in excess of $40,000 @ 15% ($113,750). 17,062.50 


II ooo 55-4 558 a wh gene eee $ 21,902.50 
Undistributed profits tax: 
eet CCS ..... .- «es eee $175,000.00 
NOrdial (aS... onc es ccnp se cwee nace 21,902.50 
Adjusted net income ............ $153,097.50 
Dividend paid credit ......... . 100,000.00 
Undistributed net income .. .$ 53,097.50 


10% taxable 7% ($15,309.75). $ 1,071.68 
10% taxable 12% ( 15,309.75). 1,837.17 


Balance tax- 


able @ 17% ( 22,478.00) 3,821.26 6,730.11 


Total normal and undistributed ; 
profits taxes ....... ae a i tale $28,632.61 
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Recapitulation 


(A) Tax under 1938 Act 
(B) Tax under 1936 Act 


$ 27,618.75 
28,632.61 


Difference $ 1,013.86 


Example 2. (Corporations with net income less than 
$25,000.) (No excess profits tax assumed). 

Income $15,000, of which $1,000 is from interest on U. S. 
Government obligations and $5,000 from dividends from 
taxable domestic corporations. Dividends paid $5,000. 


(A) Under the 1938 Act 


Net income . $15,000.00 
Less interest on U. S. obligations 1,000.00 
Adjusted net income $14,000.00 


Dividends received credit (85% of $5,000) 4,250.00 


“Special class net income” $ 9,750.00 
Tax 12%% of $5,000..... $ 


$ 6625.00 
Tax 14% of $4,750 665.00 


Total tax $ 1,290.00 
(B) Under the 1936 Act 
I 62 Sie sae cae aannara ranma ecs 


$15,000.00 
Less interest on U. S. ‘obligations 


1,000.C0 


Net income for income tax computation. $14,000.00 
Dividends received credit (85% of $5,000) 4,250.00 
Subject to normal tax . $ 9,750.00 


Normal tax 


Income not in excess of $2,000 @ 8%.... $ 160.00 
Income in excess of $2,000 ($7,750) @ 11%... 852.50 
Normal tax $ 1,012.50 
Undistributed profits tax 
Net income for undistributed profits tax $14,000.00 


Normal tax 1,012.50 


Adjusted net income $12,987.50 





Dividend paid credit 5,000.09 
Undistributed net income $ 7,987.50 
Taxable @ 7% ($5,000.00) $ 350.00 


Taxable @ 12% ( 1,298.75) 155.85 


Taxable @ 17% ( 1,688.75) 287.09 
Undistributed profits tax $792.94 
Total Tax . $ 1,805.44 
Recapitulation 
(A) Tax under 1938 Act . .$1,290.00 
(B) Tax under 1936 Act 1,805.44 
Difference : in a SES 


The next two problems illustrate application of 
the “notch” provision. 

The “turning-point” at which the alternative 
method no longer yields a lower tax than the general 
rule method is subject to innumerable variations. 
This “turning point” is affected by the inclusion of 
(1) interest on certain obligations of the United 
States and its corporate instrumentalities, and (2) 
dividends from taxable domestic corporations. Divi- 
dend distribution also influences the result. Not 
only does the presence or absence of these items affect 
the turning point, but variation in the amount of the 
items will have varying effects. 

If the net income of a corporation includes neither 
interest on United States obligations nor dividends 
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from taxable domestic corporations, and if no distri- 
bution of dividends during the taxable year is made, 
the point at which the alternative method yields a 
higher tax is reached when the net income is $34,- 
423.08. Under similar circumstances, should there 
be a total distribution of net income as dividends, the 
alternative method loses its value when the corporate 
net income exceeds $28,870.97. 

You have noticed that in the second division of 
income under the alternative method, 12% is the rate 
on dividends and 32% is the rate of tax on the bal- 
ance of ordinary income. These are arbitrary rates. 
The report of the Ways and Means Committee, at page 
13, offers the following explanation: “These particu- 
lar rates were selected for the reason that they re- 
sult in a reasonable limitation of the benefit of the 
alternative method for computing tax to corpora 
tions whose net incomes do not too greatly exceed 


$25,000.” 


Example 3. 
(A) Under the 1938 Act 


Income of $28,000 consisting solely of ordinary income; 
no dividends paid. 


Under general rule 
Net income 


- $28,000.00 
- $28,000.00 


Tentative tax at 19% bb daiees SP OU 
No dividend seoeived or paid credit......... — 


$ 5,320.00 


Adjusted net income .... 


Tax under general rule .... 


Alternative method 


Net income . 5 dusawendoncttea ti canoe $28,000.00 
Allocated to first division. ..... Pils aeeiasinn vl $25,000.00 
Allocated to second division _. $ 3,000.00 








First division—Special class net income. . $25,000.00 
Tax at 12%% on $5,000. ... Setiaviesses wp Mee 
Tax at 14% on $15,000 2,100.00 
Tax at 16% on $5,000 800.00 


Total tax first division 


+» § 3,525.00 
Second division 


Income allocated to second division $ 3,000.00 


overs $ 960.00 
acai $ 4,485.00 
(B) Under the 1936 Act 


Second division tax at 32% 


Total tax alternative method 





Net income for income tax computation $28,000.00 
Tax at 8% on $ 2,000... eee. 2 
Tax at 11% on $13,000 1,430.00 
Tax at 13% on $13,000 1,690.00 

Total normal tax $ 3,280.00 
Income subject to surtax $28,000.00 
Less normal tax .. 3,280.00 
Undistributed net income $24,720.00 
Tax at 7% on $5,000 .... sah ..... $ 350.00 
Tax at 12% on $2,472 296.64 
Tax at 17% on $4,944 840.48 
Tax at 22% on $4,944 1,087.68 
fice eT oe) a 1,987.20 
Qo ees Sein $ 4,562.00 
Total normal and surtax $ 7,842.00 


(Continued on page 540) 
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The Special Taxation 
of Corporate Business 


THE question of how much corporate business 
should be taxed continues to be one of the most 
hotly debated topics in our political and economic 
life. This investigation is an attempt to arrive at 
some conclusions with respect to one phase of this 
broad subject, namely, the desirability of subject- 
ing corporate enterprises to a heavier burden of 
taxation than non-corporate enterprises. 

The need for such a study arises from the lack 
of an accepted theory of business taxation and the 
disagreement among economists and authorities on 
public finance as to the nature of the modern corpo- 
ration and the extent to which it should contribute 
to the support of government as compared with its 
unincorporated competitor. Many students of taxa- 


tion have expressed opinions as to the advisability. 


or inadvisability of special corporate taxation, but 
little extended research has been attempted. Per- 
haps the most thorough investigation of this prob- 
lem has been made by the National Tax Association, 
through its committees, and the National Industrial 
Conference Board. 


However, neither these two bodies, nor any single 
individual, has as yet offered a theory or solution 
that satisfactorily reconciles both sides of the ques- 
tion or that takes into consideration not only essential 
differences between the corporate and non-corporate 
forms of organization, but between the small, close 
corporation and the large corporation with its wide 
diffusion of stock ownership. This, the present study 
attempts to do. 


The Nature of the Corporation and 
Its Place in Modern Economic Life 


Before attempting to discuss the problems asso- 
ciated with corporate taxation, it is desirable to set 
forth the underlying and inherent characteristics of 
corporations and their place in modern economic 
life. Such a background will make more easily 
understood the conditions which have given rise 
to those problems and will serve as part of the basis 
for drawing later conclusions. 

The Nature of the Corporation.—To begin with, 
what is a corporation? Curiously, there has been 
no complete accord among writers on the definition 
of a corporation. Many lawyers and jurists, from 
Chief Justice Marshall down, have held that the cor- 
poration is a “legal entity” or “artificial person.” 





* Certified Public Accountant, New York. 
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This legal entity theory derives much of its author- 
ity from the fact that it was expounded by Chief 
Justice Marshall in the Dartmouth College case, in 
these words: 

A corporation is an artificial being, invisible, intangible, 
and existing only in contemplation of law. Being the mere 
creature of law, it possesses only those properties which 
the charter of its creation confers upon it, either expressly 
or as incidental to its very existence. These are such as 
are supposed best calculated to effect the object for which 
it was created. Among the most important are immortal- 
ity, and if the expression may be allowed, individuality, 
properties by which a perpetual succession of many per- 
sons are considered as the same, and may act as a single 
individual.’ 

This theory of an artificial personality, which is 
also known as the fiction theory, has been found 
wanting by some economists and jurists as well. 
Haney ? has found it somewhat inadequate. Seager 
and Gulick stated that the fiction theory 
like other legal fictions, has given rise to no little confu- 
sion. Corporation lawyers have shown great ingenuity in 
making use of it, sometimes to claim for the corporations 
they represent the rights and immunities enjoyed by nat- 
ural persons on the ground that corporations, too, are 
persons, and at others to set up their artificiality to relieve 
them from the moral responsibilities imposed upon natural 
persons.® 

Most of those who oppose the idea that the corpo- 
ration is a fictitious person have offered as a substi- 
tute what Freund has called the “representation 
theory.”* This theory holds that the corporation is 
merely an association of individuals (natural or arti- 
ficial) having a common purpose, that while it may 
be regarded as a legal person for convenience, this 
fiction must not obscure the actual relationship that ex- 
ists among the individuals comprising the association. 

A definition of the corporation conforming to this 
theory has been proposed by Haney: 


A corporation is a voluntary autonomous association 
formed for the private advantage of its members, which 





14 Wheat. (U. S.) 518. 

2 Lewis H. Haney, Business Organization and Combination (New 
York: The Macmillan Company, 1928), p. 82. 

3 Henry R. Seager and Charles A. Gulick, Jr., Trust and Cor- 
poration Problems (New York: Harper & Bros., 1929) p. 25. 

Ernst Freund, The Legal Nature of Corporations (Chicago: 
The University of Chicago Press, 1897). 
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acts with compulsory unity, and is authorized by the state 
for the accomplishment of some public good.* 

Unlike the partnership, which is a contractual rela- 
tionship between individuals, the corporation is a 
creature of the state. It is organized under the laws 
of the state and receives its powers from it. For- 
merly, corporations were created by special legisla- 
tive act, but today corporations are brought into 
existence under general corporation laws, and their 
structure, rights, and powers are defined in their 
charter which is granted by the state. 


The more recent attitude of the courts with re- 
spect to the nature of the corporation is exemplified 
by the decision in the North River Sugar Refining 
case: 


The state gave the franchise, the charter, not to the im- 
palpable, intangible, and almost nebulous fiction of our 
thought, but to the corporators, the individuals, the acting 
and living men, to be used by them, to redound to their 
benefit, to strengthen their hands and add energy to their 
capital. If it is taken away, it is taken from them as 
individuals and corporators, and the legal fiction disap- 
pears. The benefit is theirs, and both must attend and 
depend upon their conduct.‘ 

Characteristics of the Corporation.—The corporation 
may be said to possess, essentially, the following 
characteristics : 


1. The corporation is an association by which 
unity of action is secured. 


2. It is a creature of the state, from which source 
it derives its authorization. 


3. It is “of voluntary formation but of compulsory 
continuance.” Its dissolution is governed by law. 


4. It is autonomous. It is self-governing within 
the limitations fixed by law, and has the right to 
own and control property and to enter into legally 
binding contracts. 

5. The corporation possesses “compulsory unity.” 
Although an association, it acts as a unit, such action 
being determined by majority rule. It may sue and 
be sued in the corporate name. 

6. While the corporation may be formed for pri- 
vate gain, its existence is expected to contribute to 
the public good. 

7. A characteristic which is not an essential one 
but which is present in most corporations is that of 
limited liability.’ 

Advantages of the Corporation.—The reasons for 
the popularity of the corporate form of organization 
may be traced to the singular aptitude of the cor- 
porate structure to deal with and profit from the 
conditions of the present economic system, and to 
the special advantages which, by the grace of present 
corporation laws, corporate enterprise is permitted 
to enjoy. 

The advantages which derive from incorporation 
are indeed many. Among them may be listed the 
following: ® 

1. Continuous existence or indefinite duration. In 
some states, perpetual life may be granted. This 
factor makes for great stability. 





5 Haney, op. cit., p. 82. 

6121 New York 582 (1890). 

7 Cf. Haney, op. cit., pp. 83-87. 

8 Cf. Henry R. Seager and Charles A. Gulick, Jr., Trust and 
Corporation Problems (New York: Harper & Bros., 1929), 
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2. Elasticity of capital. Additional shares or 
bonds can be issued to meet expanding needs. Peo- 
ple of modest means may invest funds and receive 
an interest in the business. 

3. Limited liability. This is one of the chief ad- 
vantages of incorporation as partners and individual 
proprietors, unlike stockholders, are personally liable 
for all the debts connected with the business. 


4. Easy transferability of ownership and control 
by means of shares. Stockholders may readily dis- 
pose of their holdings and retire as owners without 
disrupting the operation of the organization. 

5. Autonomy. The corporation has the right to 
sue and be sued in the corporate name. It may own 
and control property and enter into legally binding 
contracts. 


6. Flexibility of management. The board of direc- 
tors and officers of the corporation, by virtue of their 
broad powers and unity of control, are in a position 
to take quick, decisive action, and to make changes 
and formulate new policies suddenly and efficiently. 

7. Stockholders and other beneficiaries are enabled 
to participate in the ownership and receive an in- 
come from their investments without sharing in the 
responsibilities of management. On the other hand, 
ambitious men may thus command the capital of 
minority interests and retain control at the same time.. 


8. The shares representing the stockholders’ inter- 
ests may be used as collateral in securing a loan. 


‘A partner, of course, is unable to make similar use 


of his interest in the firm. 

9. While corporations may be organized for spe- 
cific or general purposes, many states grant charters 
of such an all-embracing nature, that the corporate 
activities may be directed to almost any conceivable 
purpose. 

10. Ability to raise large amounts of capital. It 
is probable that large corporations like United States 
Steel and the American Telephone and Telegraph 
Co. could not have attained their present size under 
any other form of organization. 

11. To small concerns, the prestige that attaches 
to the use of the words “Corporation” or “Incorpo- 
rated” in the firm name may be a desirable 
advantage. 

12. Until 1936, corporations were able to use their 
surplus accounts as a means of averaging the earn- 
ings and losses of stockholders over a number of 
years. They could thus retain earnings when per- 
sonal income tax rates were high and make a large 
distribution when the rates were lowered. The suc- 
cess of such operations depended, of course, on the 
ability of the management to predict the trend in 
tax rates. Partnerships and individuals did not 
possess this advantage as their income is taxable 
when earned regardless of whether or not it is 
distributed. 

13. Close corporations, earning small or moderate 
incomes, are able to avoid high corporation taxes 
by increasing the salaries of the officers, thus wiping 
out or reducing the net profit to be reported on the 
corporation tax return. By reporting the income on 
their personal returns as salary, the officers are able 
to effect a considerable tax saving. Partners and 
individuals, on the contrary, are taxable on their 
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distributive share of the net income of the partner- 
ship or individual proprietorship whether distributed 
or not. Asa result of this distinction, partnerships 
in New York State, for example, are subjected to 
higher taxes under state income tax laws than are 
corporations. However, it should not be inferred 
that corporations have unlimited power to increase 
officers’ salaries to avoid taxation. The federal in- 
come tax law does not confer on the Internal Rev- 
enue Bureau the authority to fix salaries, but it does 
restrict the deduction for compensation to a reason- 
able allowance for services actually rendered.® And, 
according to Charles T. Russell, Deputy Commis- 
sioner of Internal Revenue, should a corporation pay 
unreasonable salaries to-officials, the entire amount 
may be disallowed as a deduction.’® 


William A. Wood has summarized the advantages 
of the corporation in these words: 

The corporate form of business administration offers a 
uniform, orderly, well-defined and systematic plan of pro- 
cedure, a mechanism for the conduct of business, that, 
when properly used, is as superior to the partnership as is 
a modern locomotive to a locomotive of fifty years ago. 
So when large interests are at stake, the corporate form 
of association is safer and more satisfactory.” 

Disadvantages of the Corporation.—In spite of the 
tremendous increase in the number of corporations, 
there are today still a large number of concerns 
operating as partnerships and as individuals, par- 
ticularly in agriculture and in the retail trade. Obvi- 
ously, then, there must be some explanation why 
these concerns prefer to continue under their present 
set-up. One reason, of course, is that there may be 
for such concerns, disadvantages connected with the 
corporate form of organization. 


Some of the more important disadvantages of cor- 
porations may be said to be: 

1. The increased difficulty of obtaining credit aris- 
ing from limited liability. 

2. Liability to greater governmental regulation 
and supervision. 


3. Considerable expense and other difficulties may 
be involved in forming a corporation, requiring the 
services of experts. 

4. Operation as a corporation entails more book- 
keeping and accounting. More complicated book- 
keeping records must be kept, more tax returns and 
governmental reports may have to be filed; minute 
books and other corporate records must be main- 
tained. 

5. Difficulties involved in doing interstate busi- 
ness, owing to limitations imposed by various states 
on foreign corporations and confusion arising from 
the non-uniformity of corporation laws among the 
states. 

6. From the point of view of the stockholders in 
large corporations, various objections might be made 
to the fact that they have but little voice in the 
conduct of the business and to the difficulty of secur- 
ing from officers and directors strict accountability 
for fraudulent acts which jeopardize the investments 
of stockholders. 





* Sec. 23(a), Revenue Act of 1936. 

1” News item in The New York Times, December 4, 1936. 

1 William Allen Wood, Modern Business Corporations (Indian- 
apolis: The Bobbs-Merrill Company, 1906), p. 7. 
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Those disadvantages mentioned above which have 
to do with increased expenses connected with cor- 
porate operation and with restricted credit are obvi- 
ously handicaps that would apply more strongly to 
smaller corporations. The other disadvantages are 
more likely to be characteristic of larger units. 

In addition to the disadvantages of corporations, 
there may be other reasons why concerns operating 
as individuals or partnerships may not incorporate. 
These may be summarized as follows: 


1. If they are small concerns and in fairly good 
financial condition, they may not need the advan- 
tages that incorporation would afford. 

2. Their present type of organization may for them 
be superior to the corporation. They may wish to 
retain the personal touch that has brought goodwill, 
or keep alive a tradition. 

3. Incorporation may be illegal, as in the case of 
certain professions. 

4. They may prefer the flexibility and directness 
of control as regards both management and invest- 
ment that they now enjoy. 


Arguments for and against 
Special Taxation of Corporations 


As was pointed out earlier, the question as to 
whether or not business corporations should be taxed 
more heavily than their unincorporated competitors 
is one on which there is much disagreement among 
economists and students of public finance. An at- 
tempt will now be made to present both sides of 
this question, citing in support of each side the argu- 
ments that have been advanced by authorities on 
this subject. 

For the sake of analysis, the problem will be divided 
into two parts—one involving the form of taxation, 
the other the degree of taxation. Or, to put it inter- 
rogatively (a) Should the form of tax levied upon 
corporations and unincorporated concerns be the 
same’, and (b) Should the tax burden on corpora- 
tions be heavier than on unincorporated concerns? 


The Form of Taxation 


The problem of determining the form of taxes to 
be imposed on corporations and unincorporated en- 
terprises is a fundamental one in business taxation 
and is closely related to the task of determining the 
relative tax burdens to be levied, and, as in the latter 
case, it is a subject on which there is no complete 
accord. Some authorities have advocated a general 
business tax, applied alike to all types of business 
organizations. Others have insisted that the corpo- 
rate form of organization requires special treatment 
because of its inherently peculiar nature. 

The desire to impose a general business tax appli- 
cable to all forms of business organization has been 
inspired by the diverse and confusing number of 
business taxes that have been invented and enacted. 
For, the business tax, in its broadest sense, may take 
many shapes, among these being customs duties, 
stamp taxes on commercial bills, checks and trans- 
portation documents, general sales taxes, corpora- 
tion taxes, and taxes on business under the general 
income tax laws. As defined by Shoup, “A business 
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tax is one levied upon practically all business firms, 
and likewise without regard to the personal status 
of the natural persons connected with the business.” !* 


An important attempt to formulate 
ness tax was that of a committee of the National 
Tax Association. The business tax as proposed under 
the plan of a model tax system drawn up by this 
committee made no distinction between incorporated 
and unincorporated businesses. The committee rec- 
ommended a tax on the net income of all business 
carried on within the state.’* 


a sound busi- 


Another advocate of a universal business tax ap- 
plicable to all business has been Lutz, who said: 

It must be emphasized that the whole purpose of the 
distinction here stressed is that of promoting recognition 
of the essential and fundamental differences between in- 
come taxation and business taxation. The proper field for 
the former is in the taxation of persons, and the proper 
field for the latter is all business regardless of the form 
of business organization used. In principle there is 
no reason why a business tax should not apply to all 
business.” 

Similarly, the National Industrial Conference 
Board had this to say about a general business tax: 

The project of a uniform business income tax, to be 
applied to incorporated and unincorporated concerns alike, 
deserves the careful consideration of state legislatures, as 
a measure for placing the taxation of business enterprise 
on a sounder and more equitable basis.” 

Jensen is another who has favored a general busi- 
ness tax: “Because all business incomes are essen- 
tially alike for purposes of taxation, in an economic 
sense at least, the tax should apply to the owners 
of corporations, partnerships and individuals alike.” ° 

As against these proponents of a general business 
tax applicable to corporations, partnerships and in- 
dividuals alike, there have been some who have felt 
that the corporation should be taxed in a different 
form from other types of business organization. 
Emphatic in this point of view was Seligman, who 
maintained that 

Entirely irrespective of the question of the basis of taxa- 
tion, the attempt to put corporations and individuals on 
precisely the same plane in matters of taxation is based 
upon an essentially erroneous theory and fails to 
distinguish between the principles applicable to natural and 
to artificial personalities. The fundamental point 
of our whole contention is that corporations should not be 
treated like individuals, but should be subjected to special 
forms of taxation.” 

Further support to the idea of special forms of 
taxation for corporations has been given by Mudge, 
who answered his question, ‘ ‘Should the form of the 
tax burden imposed upon corporations be different 
from the form of burden imposed upon individuals ?”, 
in the affirmative. “The reason why corporate taxa- 
tion is bound to take different forms from that of 
individual taxation,” he said, “has little to do with 





2 Carl Shoup, ‘‘Business Taxes,”’ 
Sciences, 1935 edition, Ill. 122, 123. 

‘8 “Preliminary Report of the Committee Appointed to Prepare 
1 Plan of a Model System of State and Local Taxation,’’ Proceed- 
ings of the National Tax Association, 1919, pp. 426-70. 

"Harley L. Lutz, Public Finance, Third Edition (New York: 
D. Appleton-Century Co., Inc., 1936), pp. 599, 600. 

% National Industrial Conference Board, State and Local Taxa- 
tion of Business Corporations, New York, 1931, p. 136. 

% Jens P. Jensen, Problems of Public Finance (New York: 
Thomas Y. Crowell Co., 1924), p. 387 

"Edwin R. A. Seligman, Essays in Taxation, Tenth Edition 
(New York: The Macmillan Company, 1925), p. 253. 
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any peculiar values possessed by the corporation but 
results instead from the circumstance that all cor- 
porate values have a double representation, first, in 
the corporate entity, and second, in the natural en- 
tities, the stockholders.” '* 

Referring to the model business tax, Henry M. 
Powell took exception to the plan to tax all business 
organizations alike: 

The principle of taxing all business income in the same 
way, adopted in the model business income tax, is open 
to certain objections, when considered legally and adminis- 
tratively. The courts have held that the right to do 
business in a corporate and organized capacity is a very 
valuable privilege that may be taxed in a different way than 
the right of an individual to exercise his occupation or 
employment in the state. Administratively, the corporation 
tax problem may be handled more easily if the corporation 
is taxed under a separate law, than when persons, estates 
and partnerships are taxed with corporations. . . . Cor- 
porations, therefore, being purely creatures of the law, 
endowed with certain valuable rights and privileges, differ- 
ing in this respect essentially from persons, should be 
treated differently in any scheme of taxation which does 
not include taxation in rem, or a property tax, like a real 
estate tax.” 

This diversity of opinion concerning the form that 
the business tax should take is important to this 
general discussion because it raises the question as 
to the special nature of the corporation for purposes 
of taxation—a question which will receive further 
attention in the pages to come. The disagreement 
on this phase of business taxation is also mentioned, 
because, together with the diversity of opinion that 
prevails with respect to the special taxation of cor- 
porate business, it is indicative of the confusion that 
exists in the field of business taxation, and empha- 
sizes the need for a sound theory that will do justice 
to the corporation, the partnership and the individual 
proprietorship alike, and advance the best interests 
of the economy as a whole. 


The Case against Special 
Taxation of Corporations 


The chief difficulty in the way of resolving the 
many conflicting opinions that are held regarding 
the taxation of corporate business lies in the very 
nature of the corporation, in its dual personality, so 
to speak. For, the corporation consists of two en- 
tities—the artificial being which is the corporation 
itself and the stockholders who own the corporation. 
As Haig has said: 

The general adoption of the corporate form of organiza- 
tion, involving the convenient legal fiction of an artificial 
person with powers to hold property, make contracts and 
accumulate income, which in turn is owned by other arti- 
ficial or natural persons, often very numerous and widely 
scattered, has created taxation problems for which no com- 
pletely satisfactory solution has as yet been found.” 

The inability of economists to agree on the role of 
the corporation in the tax scheme is traceable in 
large measure to their failure to concur in their 

(Continued on page 558) 





i James W. Mudge, ‘‘How Business Corporations Should Be 
Taxed,’’ Bulletin of the National Tax Association, Vol. XVI, No. 4, 
January, 1931, p. 106. 

1” Henry M. Powell, ‘‘Model Income Tax Acts,’’ 
the National Tax Association, 1921, p. 80. 

2? Robert Murray Haig, ‘‘Corporation Taxes,’’ Encyclopedia of 
the Social Sciences, 1935 edition, IV, pp. 430, 431. 


Proceedings of 









—_ a Te 


Be 

















M. N. 





IN a preceding article,’ I have had the opportunity 
of discussing irrevocable trusts, the making of same 
and the law applicable thereto. That discussion was 
concerned with what is commonly known as general 
trusts, that is trusts embracing personal as well as 
real property but not life insurance policies. This 
article is confined only to life insurance policies, the 
subject of irrevocable trusts. 

The principles applied to insurance trusts are simi- 
lar to those of general trusts. However, the similar- 
ity is limited to some extent. Thus, the subject of 
the Income Tax Act (sections 166 and 167 thereof), 
is of vital importance as far as general trusts are 
concerned but has no application to insurance trusts. 
(Section 167 (3) refers to life insurance policies but 
deals only with the payment of premiums. It does 
not concern itself with the nature of such policies.) 
The subject of the Estate and Gift Tax Acts, how- 
ever, is of great importance. 

The procedure to be tollowed in this case will, 
therefore, be somewhat different from that pursued 
in the preceding article. There I started with the 
making of an irrevocable trust, analyzed the var- 
ious provisions thereof and the law applicable 
thereto. Here, I am dealing with insurance con- 
tracts im existence, and the only concern of mine is 
provisions making same irrevocable. 

It may be appropriate to mention, at this time, 
that this article does not deal with so-called trust 
agreements, wherein life insurance policies are ir- 
revocably assigned to corporate trustees. I am not 
in the habit of using the fire escape and windows 
of my office in order to enter or leave it. I rather 
prefer elevators and doors for that purpose. It is 
more convenient and much safer. 

Hence, I shall confine myself to the analysis of 
the respective provisions of the regulations and im- 

— decisions applicable thereto. Following that, 

| shall discuss provisions which should be inserted 
in life insurance policies in order to make them ir- 
revocable. 





Counselor at Law, Chicago; member of the Illinois and New 
York Bars. 
1“Trrevocable Trusts—Observations and Comment,’’ 16 Tax 
Magazine (June, 1938), p. 326. 


Irrevocable Trusts and Life 
Insurance Policies—Obser- 
vations and Comments 


FRIEDLAND* 


In order, however, to get a better understanding 
of the subject in question, it may be advisable to 
draw a dividing line between the conception, in this 
respect, as it was in existence immediately preceding 
December 9, 1935, and thereafter. This date is of 
great importance because on that day the United 
States Supreme Court rendered two momentous de- 
cisions, finally settling a controversy in existence for 
more than a decade. 


Before December 9, 1935 


An absolute assignment of life insurance policies 
has never been the subject of any controversy. Ar- 
ticle 2 of the Gift Tax Act states that: 

“The irrevocable assignment of a life insurance policy, 
or the naming of the beneficiary of a policy without 
retaining any of the aati incidents of ownership therein, 

constitutes a gift, etc. 

Only when a reverter was inserted in a policy, that 
is a provision made that in the event the respective 
beneficiary predeceases the insured the benefits of 
said policy revert to the insured that difficulties arose. 
The Commissioner’s contention, in this respect, was 
always based upon the following regulations. 

“The decedent possesses a legal incident of ownership 
if the rights of the beneficiaries to receive the proceeds 


are conditioned upon the beneficiaries surviving the 
decedent.” Art. 25, Sec. 302 (g), etc. 


“It is unimportant whether decedent’s interest be de- 
nominated a reversion or a possibility of a reverter, and 
whether the interest of the remainderman is contingent 
or vested subject to be divested.” Art. 17, Sec. 302, etc. 


The regulations, as you have noticed, were very 
little concerned with titles or the refinements 
thereof. The decedent has not parted with the “legal 
incidents of ownership” of the respective policy if 

“the rights of the beneficiaries to receive the pro- 
ceeds are conditioned upon the beneficiaries surviv- 
ing the decedent,” and it did not make very much of 
a difference “whether the decedent’s interest be de- 
nominated a reversion or a possibility of a reverter, 
and whether the interest of the remainderman is 
contingent or vested subject to be divested.” This 


is the position the Commissioner maintained up to 
December 9, 1935. 


During that very same time the United States 
soard of Tax Appeals entertained the opposite 
view on the subject in question. 
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Thus, in the Parker case (30 BTA 343) the Board 
stated that 


“The provision in this policy that in case of death of 
beneficiary prior to that of the insured, the insurance would 
be payable to the executors, administrators or assigns of 
the insured, is not sufficient to prevent the vesting in the 
beneficiary from being complete.” 


On December 9, 1935, the United States Supreme 
Court delivered two opinions, one in the Bingham 
case (296 U. S. 211, 56 S. Ct. 180), and the other in 
the Industrial Trust Co. case (296 U. S. 220, 56 S. Ct. 
182). In both cases only life insurance policies were 
involved. 


In the Bingham case, the Court reviewing the facts 
of that particular case and the law applicable 
thereto, stated: 


“The principle so recently announced by the court in 
Helvering v. St. Louis Union Trust Co., et al. (November 11, 
1935), 296 U. S. 39, 56 S. Ct. 74, 80 L. Ed. 29, and Becker vw. 
St. Louis Union Trust Co., et al. (November 11, 1935), 296 
U. S. 48, 56 S. Ct. 78, 80 L. Ed. 35, are decisive of the case 
in favor of the taxpayers. Those principles establish that 
the title and possession of the beneficiary were fixed by 
the terms of the policies and assignment thereof, beyond 
the power of the insured to effect, many years before the act 
here in question was passed. No interest passed to the 
beneficiary as the result of the death of the insured. His 
death merely put an end to the possibility that the predecease of 
his wife would give a different direction to the payment 
of the policies.” 

(Note. The first two cases mentioned did not involve 
any insurance policies but general trusts. However, the 
same principle of “reversionary interest” was involved in 
both cases.) 


In the /ndustrial Trust Co. case, the Court followed 
the reasoning of the Bingham case and the result was 


the same. Thus, a controversy in existence for more 
than a decade was finally settled. 


After December 9, 1935 


The Treasury Department, taking into considera- 
tion these decisions, and in order to comply with 
the letter and spirit of them, had its regulations 
amended soon thereafter. 


The original and heretofore mentioned Article 25 
has been amended and the provision 


“The decedent possesses a legal incident of ownership 
if the rights of the beneficiaries to receive the proceeds 
are conditioned upon the beneficiaries surviving the 
decedent.” 


has been eliminated in its entirety. 


Article 17 has a new provision (of an opposite 
nature as compared with the old one). It reads in 
part as follows: 


: . if as a result of the transfer, there remained in 
the decedent at the time of his death no title or interest 
in the transferred property, then no part of the property 
is to be included in the gross estate merely by reason of 
a provision in the instrument of transfer to the effect that 
the property was to revert to the decedent upon the pre- 
decease of some other person or persons or the happening 
of some other event.” 


Finally, Article 2 of the Gift Tax Act has been 
amended and, at present, it reads as follows: 
“If the insured assigns a life insurance policy or desig- 


nates a beneficiary in such a policy, but does not retain 
what amounts to a power of revocation (as, for example, 
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the right to surrender or cancel the policy, the right to 
obtain a loan against the policy, or its surrender value, or 
a right to change the beneficiary or assignee, if by the 
exercise of such latter right the proceeds of the policy 
might be made payable to the insured, his estate, or other- 
wise for his benefit), such assignment or designation con- 
stitutes a gift, even though the right of the assignee or 
beneficiary to receive the proceeds is conditioned upon his 
surviving the insured.” 

Thus, there is no difference of opinion on this sub- 
ject at present. The Treasury Department has 
amended its regulations and there is no doubt about 
this problem at present, or better, there is no problem 
in this respect. 


Provisions 


There is no standard provision in existence ac- 
ceptable to all life insurance companies and the 
Commissioner of Internal Revenue. Each of the 
major companies has a provision of its own in 
that respect. These provisions while similar, differ 
in important respects. Needless to say, the Com- 
missioner has his own opinion on the subject in 
question. 

Some major life insurance companies have at- 
tempted to solve this problem by creating special 
forms, as for example the “absolute owner” form. 
This form answers certain needs, but is far from 
satisfactory for the purposes herein mentioned, as 
a subsequent analysis of same will prove. 


This, seemingly difficult problem, however, can 
be solved, it is being solved—daily. To arrive at that 
solution, the process of elimination must be used, 
that is—ascertain the things which should not be 
done first, then follow up same with the things 
which could be done. For that purpose, we will 
pay our attention first to the forms in existence. 


Absolute Assignment 


This form is the same among all companies and 
there is no objection to it on the part of the Com- 
missioner. However, it should not be used for the 
following reasons. 


An absolute assignment enables the assignee to- 


(a), Cash surrender the respective policy, 

(b) Change the secondary beneficiaries and 

(c) Change the respective benefits, all without the con- 

sent of the insured. 

In the event the assignee predeceases the insured, 
the cash-surrender value of the respective policy (as 
of date of such demise) becomes part of the as- 
signee’s estate, subject to claims of assignee’s cred- 
itors, heirs, etc., and also the Federal Estate Tax Act 
and, under certain circumstances, the respective 
State Inheritance Tax Act. 


The assignee predeceasing the insured, a very seri- 
ous question arises as to who is entitled to the bene- 
fits of the additional premiums paid after said as- 
signee’s demise and the proceeds of the respective 
policy in the event the insured’s demise follows that 
of the assignee. Of course, the insurance company 
will follow the provisions of the respective policy 
(Continued on page 553) 
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The Constitution 


ACCORDING to the Federal Constitution the 
whole system of Public Finance in the USSR is fully 
centralized.!. Article 14 of the Soviet Union Consti- 
tution of December 5, 1936, provides: 


“Within the competence of the USSR in the person of 
its supreme legislative and administrative bodies fall: 

kok Ok OK Ok 

(h) foreign trade on the basis of a governmental monopoly ; 

(j) establishment of national economic plans of USSR; 

(k) approval of the unified* public budget of USSR, as 
well as of taxes and of revenues, collected for the Union, 
republican* and local budgets; 

(1) administration of banks, industrial and agricultural 
establishments and undertakings, and also of trade under- 
takings,—of federal importance; 

(m) administration of transportation and communications ; 

(n) direction of monetary and credit system; 

(o) organization of public insurance; 

(p) contracting of loans and permission of loans (scil. to 
republican or local authorities); * * * 

(s) organization of uniform system of national economic 
accounting, 


On the other hand, the constitutions of the indi- 
vidual (eleven) member Republics (as, for instance, 





* LL.D; Professor of Finance at Northwestern University, 
Evanston, Ill. 

‘Soviet legislation concerning Public Finance up to 1928 is 
given in my German book: Die Finanz-und Steuerverfassung der 
USSR (Jena, Fischer, 1928) and partly in my two other books: 
Das Steuersystem Sowjetrusslands (Berlin, 1926) and The Economic 
Policy of Soviet Russia (London, King, 1930) (published also in 
German and Spanish translations). See also Sokolnikov, G. A., 
Soviet Policy in Public Finance, 1931. 

2 “‘Unified’’ means here the total public budget pertaining to 
the affairs of the Union, the eleven member Republics (see note 3) 
and grants to local budgets. The unified financial plan is regu- 
lated by the federal law of May 23, 1930. S. Z. (Sobraniye Zakonov 
—Collection of Laws USSR) 1930, No. 28, Art. 315. 

*It should be noted that the Union is divided into eleven mem- 
ber ‘‘Republics’’ which correspond to the States in USA. These 
Republics have within their boundaries ‘‘autonomous’’ Republics, 
and krais (regions) or oblasts (districts), have their own execu- 
tive body (a Council of Commissars of the Autonomous Republic) 
but the latter and each of the Commissars are subordinated to 
the Commissars of the member Republic and of the USSR. The 
krais or oblasts (they mean the same thing, the designation krai 
being applied mostly to outlying-frontier-territories, whereas the 
designation oblast is applied mostly to territories situated in the 
inner parts of the country) represent vast states (in the American 
sense) which are divided into raions (legally equivalent to Ameri- 
can counties but usually occupying much larger areas) which are 
subdivided into municipalities and villages. 


Public Finance in the Union 
of Soviet Socialist Republics 






of the Russian Soviet Federated Socialist Republic 
of January 21, 1937) proclaim that “into the compe- 
tence of the RSFSR in the person of its supreme 
legislative and administrative bodies fall: * * * 

(h) approval of the national economic plan of RSFSR; 

(1) approval of the public budget of RSFSR; 

(k) establishment, in accordance with the legislation of 
USSR, of state and local taxes, dues and non-tax revenues; 

(1) direction in the execution of budgets of autonomous 
Republics and of local budgets of the krais (regions) and 
of the oblasts (districts) ; 

(m) direction of insurance and savings; 

(n) administration of banks, industrial, agricultural and 
trade undertakings subordinated to the Republic’s adminis- 
tration and the direction of local industry; 

(o) control and supervision of administration of under- 
takings subordinated to the Union administration.” 

In general, in all matters the Constitution and the 
legislation of the Union prevails over the constitu- 
tion and the legislation of the (eleven) member Re- 
publics and in the field of public finance the Union 
fully directs all legislation and administration. Al- 
though the member Republics possess also their own 
Commissariats (Ministries) of Finance, the latter 
are subordinated to the dual competency of the 
Union and of the Republic (they are called “Union- 
Republican Commissariats”), where the general di- 
rection belongs to the Commissariat of Finance of 
the Union and the execution and administration be- 
longs to the Commissariat of Finance of the respec- 
tive Republic which supervises also all local budgets. 


I. The Budget System and Audit 


The Budget 


The Budget System of the Union and of other 
member Republics is regulated by a federal law 
passed on May 25, 1927.4. The unified budget of the 
USSR includes the federal budget for the whole 
Union as well as the state budgets of the member 
Republics. The budgets of the member Republics, 
when presented for inclusion in the unified budget, 
must be balanced; only if unavoidable, will the fed- 
eral budget help to cover the deficit. There is usu- 
ally some dispute and bargaining between the 
federal authorities and the representatives of the 
member Republics when framing the unified budget. 





4S. Z. 1927 No. 27, art. 286 amended: S. Z. 1927 No. 47, art. 
461 and No. 55, art. 555; 1929 No. 16, art. 134 and No. 51, art. 
459; 1930 No. 48, art. 502; 1931 No. 54, art. 349; 1932 No. 67, 
art. 405. Cf. my book: Die Finanz-und Steuerverfassung, p. 3f., 
Dobbert, G. and Witt, O., Das einheitliche Staatsbudget der USSR, 
Jena, 1930, and Glezin, S., Budjetnaya sistema SSSR, 3 ed., 
Moscow, 1935. 
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Classification of Revenues and Expenditures 

A new detailed classification of all revenues and 
expenditures was prescribed recently.° The follow- 
ing revenues are included in the unified budget: 
(1) the sales (turnover) tax separately for each 
branch of trade and industry (the sales tax col- 
lected by military defense undertakings is included 
in the heading of “other industries,” however, and 
will not be shown separately); (2) special sharing 
in the proceeds from the sales tax in favor of the 
republican and local budgets; (3) treasury sharing 
in profits of all governmental undertakings (sepa- 
rately for each branch), railroads, communication, 
banks, insurance, etc.; (4) income taxes; (5) loans; 
(6) other taxes, fees, dues, ete. 

The following expenditures are included in the 
unified budget: (1) national economy (detailed and 
separately for each branch of industry, agriculture, 
internal trade, foreign trade (no details), railroads 
and other transportation, communications, etc.) ; (2) 
social-cultural measures: education (detailed for all 
fields) ; health; physical education; social security ; 
labor; (3) defense (lump sum; no details); (4) 
Commissariat of the Interior (7. e., police; lump sum ; 
no details); (5) Navy (no details); (6) central de- 
partments of the Union and of the member Repub- 
lics; (7) public debt service; (8) subsidies in favor 
of the budgets of autonomous Republics and local 
budgets (separately: grants in form of shi aring in 
the proceeds from federally collected taxes and loans 
and general grants to member Republics, autono- 
mous Republics and local budgets). 

For the autonomous Republics and local admin- 
istrative bodies a special new detailed classification 
was prescribed by the order of the Commissariat of 
Finance USSR of March 26, 1938.6 Their chief 
expenditures are local administration, education, art, 
health, administration of justice, fire prevention, etc. 
Since only a few minor taxes are permitted to them 
(see below)? the chief items of their revenues con- 
sist in revenues from local governmental industries, 
municipal undertakings and shares in the proceeds 
from federally collected taxes (mostly from the sales 
tax). 


Sharing Taxes 


Generally speaking, the member Republics simply 
share in the proceeds from the federal sales tax (see 
below), while all minor in fiscal importance taxes 
(like the individual income tax, inheritance tax, etc.) 
are fully transferred to the local budgets.* This is 
done for the purpose of stimulating interest of local 
administrative agencies in collecting public rev- 
enue. In case of insufficient collection the republi- 
can and local administration must reduce their 
expenditure, whereas any surplus of collection above 





5S. Z. 1937 No. 69, art. 319 and order of the Commissar of 
Finance USSR, of April 2, 1938, reprinted in FKB (Finansoviy i 
Khoziaistvenniy Bulleten) 1938, No. 15. 

® Reprinted in FKB 1938, No. 15. 

7 Law on republican and local budgets of December 21, 1931 
(S. Z. 1931, No. 75, art. 505) gave a detailed regulation in this 
respect. 

§ Law concerning Local Finance of April 25, 1926 (S. Z. 1926, 
No. 31, art. 199) and the General Tax Reform of September 2, 
1930 (S. Z. 1930, No. 46, art. 476) and S. Z. 1936, No, 23, art, 216 
(sharing in the sales tax). 
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the plan automatically increases the general funds 
at their disposal. 


The Estimates 


All estimates in the unified budget are scrutinized 
by a special Estimate-Budget Conference attached 
to the Commissariat of Finance USSR and consist- 
ing of three representatives of the Commissariat of 
Finance (one of whom acts as Chairman), one rep- 
resentative of the All-Union Central Council of 
Trade-Unions and one of the Commissariat whose es- 
timates are considered. A representative of the 
State Planning Commission (Gosplan) may take part 
in the deliberations of the Conference. 

The unified budget, when finally drawn up by the 
Commissariat of Finance USSR, is submitted for 
approval to the Council of People’s Commissars (the 
Cabinet) of the USSR and after that is presented 
to the “Supreme Council of the USSR” for final 
adoption, which corresponds to the Congress in 
U.o 

The Council of Commissars 

The new federal Constitution (of December 5, 
1936, § 68) makes the Council of Commissars (the 
Cabinet, which is appointed by the Supreme Coun- 
cil) the “supreme executive and administrative body 
of state power of the USSR” and empowers it to 
‘take measures necessary for the realization of 
the national economic plan and of the public budget 
and for strengthening the credit-monetary system.” 
“Decrees and orders of the Council of People’s Com- 
missars are compulsory for execution everywhere in 
the territory of the USSR” (§ 67), but they may be 

rescinded by the Presidium (a Committee of 37 
members) of the Supreme Council if they contradict 
the law. Although the legislative power is legally 
vested exclusiv ely in the Supreme Council, the 
Council of Commissars may and actually does exercise 
the broadest legislative powers. In some particu- 
larly important cases the legislative enactments bear 
the titie: “The Council of People’s Commissars and 
the Central Committee of the Communist (Bolshe- 
vik) Party decree,’—which makes such legislative 
orders most authoritative. Similarly, the budgets of 
the Republics are prepared by their Councils of 
Commissars and, after having been discussed in the 
3udget Committee, are submitted for approval to 
their (Republican) Supreme Council. The budgets 
and reports of their execution are made public.® 

In the preparation of the yearly unified, republican 
and local budgets and in their execution, the yearly 
financial plans*® (as a part of general planning) 
and quarterly revised general plans are taken into 
consideration. The final adoption of the budgets 
was usually somewhat late in recent years, but the 
discrepancy between the estimates and the execution 
in the federal and republican budgets was not par- 
ticularly great.” 





® Constitution of RSFSR of January 21, 1937, § 103-5. 

Cf. the law concerning unified financial plans of May 23, 
1930: S. Z. 1930, No. 28, art. 315. 

1 The Budget USSR for 1938 (i. e. the year, beginning January 
1, 1938) is exceptionally late and the Jzvestia of June 2, 1938, an- 
nounced that the budget project for the third quarter of this 
year was found by the Council of Commissars ‘‘not sufficiently 
prepared’’: the Commissariat of Finance was ordered to revise 
it and the Economic Council attached to the Council of Com- 
missars to go over the revised project. Cf. V Pomoshch Finra- 
botniku (VPF) 1938, No. 9, p. 7. 
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Personnel Classification 


With reference to personnel classification, sala- 
ries and wages and administrative expenses a special 
Central Committee attached to the Commissariat of 
Finance USSR was created by the law of May 13, 
1935,1? with a view to revising and regulating per- 
sonnel classifications and salaries and wages in all 
federal, republican and local administrations, state 
industrial, trade and coodperative undertakings and 
in scientific and civic organizations. Any institu- 
tion violating the prescribed classification or the 
standardized schedule of positions and salaries or 
the standardized appropriations for administrative 
or clerical expenses may, by order of the Commissar 
of Finance, be deprived of assigned appropriation 
altogether. Any economy secured by means of re- 
duction in the number of employees may be applied, 
to the extent of 50 per cent of secured saving, for 
bonuses to be given to the remaining staff, provided 
that such bonuses are given only in form of special 
rewards, actually stimulating increased and better 
work (¢.g., on piece-work basis), without permitting 
any general rise of standardized salaries or any 
deviation from standardized classifications. As a 
rule, such bonuses must not exceed 4 to 2 per cent of 
the total pay-roll in administrative departments and 
'. to 3 per cent of the total pay-roll of the managing 
staff in industrial, trade, agricultural, etc., organiza- 
tions and undertakings.* Enactment of this kind 
is in line with the general policy of the Soviet Gov- 
ernment to encourage economy and higher efficiency 
by a system of bonuses, premiums, decorations and 
effective propaganda. 


Labor contracts with foreign specialists invited 
for work in the USSR in respect to the amount of 
remuneration have to be approved by the proper 
Commissar or the head of the central department 
and have to secure the consent of the Commissar of 
Finance USSR.** 


Stimulating Economy 


Trying to stimulate an economical and efficient 
management in governmentally owned undertakings 
the Soviet Government is resorting to various arti- 
ficial measures. The red directors are given quasi- 
dictatorial powers according to the principle of “one- 
man power” (yedinonachaliye)**—and nobody may 
interfere with their orders and decisions—including 
the right to dismiss employees, but for that their 
responsibility for efficient and economic manage- 
ment is increased. Drastic laws are enacted to en- 
force labor discipline; for instance, the railroad and 
postal authorities may arrest their subordinates for 
breach of discipline for from 3 to 20 days without 
trial.1° 

The whole system of public finance threatened to 
collapse if no adequate measures were taken for 
enforcing more economical management of Soviet 





2S, Z. 1935, No. 26, art. 208; Sobr. Uzak. (Collection of De- 
crees) RSFSR 1935, No. 15, art. 160; S. Z. 1937, No. 69, art. 319 
and FKB 1938, No. 15. 

13S. Z. 1935, No. 33, art. 277. 

4S. Z. 1934, No. 45, art. 358. 

15 See S. Z. 1934, No. 15, art. 103. Even deans of college faculties 
(contrary to pre-war rules) act on the principle of yedinonachaliye, 
S. Z. 1934, No. 13, art. 87b. 

6S, Z. 1935, No. 20, art. 163. 
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industrial, trade and agricultural undertakings. The 
svestia of June 30, 1935, proclaims in this connection 
as the most important slogan: “fight for profit, for 
elimination of subsidies, for rentability (pribyl i 
rentabelnost)” in governmental undertakings. But, 
as Stalin himself pointed out, here “everything is de- 
cided by the personnel,” and they must receive bo- 
nuses, premiums, and piece-work remuneration as the 
most effective means for achieving greater efficiency 


and increased profitableness of governmental under- 
takings.’* 


Wages Policy 


Consequently, wherever applicable, only piece- 
work wages are permitted, special bonuses for sur- 
plus zeal are provided for, and endless “competitions” 
for higher standards of efficiency are introduced. 
The new Federal Constitution (§ 118) guaranteeing 
“the right to work” stresses that remuneration shall 
be “paid according to the quantity and quality of 
work.” Actually, the so-called progressive piece- 
work wage system is applied. For instance, a la- 
borer producing bricks must produce the “norm” of 
16,000 bricks a day; if he produces up to 10 per cent 
more, the wage increases by 50 per cent; up to 20 
per cent, the wage increases by 100 per cent; above 
20 per cent, the wage increases 150 per cent.15 Even 
women typists are paid on the progressive piece- 
work principle.*® They must type 45 normal pages 
of thirty lines each and 60 strokes in each line per 
day; “in order to stimulate their output” (as the 
order says) for an increase of their output by up to 
10 per cent their salary is increased by 25 per cent; 
up to 20 per cent, by 50 per cent; up to 30 per cent 
and over, by 100 per cent; over 40 per cent, by 125 
per cent. 


Labor Discipline 


Various measures are applied for fighting labor 
turnover and “deserters of the labor front”; reasons 
for dismissal are inserted into the passports; addi- 
tional three days of vacations with pay (or money 
compensation) are given to laborers in industrial 
undertakings if they have continuously served for 
not less than two years; unemployment relief has been 
abolished since 1930.2? Rapid expansion of the So- 
viet industry has absorbed considerable labor man- 
power reserves, but any influx of rural population 
into the cities is prevented by a rigid passport sys- 
tem prohibiting settlement in the cities or their vi- 
cinity without special permits. 


Notwithstanding strict regulation and supervision, 
violations of budgetary rules, misstatements in offi- 
cial reports, embezzlement, overdrafts, poor quality 
of production, sabotage, shirking, willful wreckage, 
neglect of duty and abuses of power are not uncom- 
mon in Soviet administration and industrial manage- 





17 See particularly Stalin’s speech of May 4, 1935 in Izvestia, 
May 6, 1935. 

18 Order of Commissar of Heavy Industry of June 28, 1936, No. 
1072; a similar system is applied practically everywhere. See S. Z. 
1936, No. 9, art. 70; 1937, No. 31, art. 129, etc. 

19 Order by the Commissar of Finance of August 23, 1936. 

20Cf. my article ‘‘Labor under the Soviets’’ in Foreign Affairs, 
April, 1931, and S. Z. 1937, No. 23, art. 93. 
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ment. Rigorous prosecution and severe punishment 
are administered for all such offenses.*' 


Budget Control 


How minutely, and with what suspicion, the So- 
viet government has to supervise the management 
of its undertakings may be seen from the significant 
enactment of September 29, 1932,?* which prescribes 
that accountants in administrative departments and 
in all governmental, industrial and trade undertak- 
ings are to be independent of the management and 
are to be strictly subordinated to the Central Board 
of Public Accountancy with respect to all account- 
ing and to all financial reports and cash transactions. 
The chief accountant has the right to demand all 
the necessary data for his reports from all sec- 
tions and individual employees. Balance sheets and 
similar documents and all documents of pecuniary, 
proprietary, credit and clearing character have no 
legal force without his signature. He is subject 
to criminal prosecution for all deviations from the 
accountancy rules prescribed by the Central Board 
of Accountancy in agreement with the Commissariat 
of Finance and the State Bank of USSR.” 


Control by Banks 


Beginning on June 1, 1935, banks were ordered 
to pay withdrawals of deposits for pay-rolls only to 
the amount of actual indebtedness and not according 
to normal staff appropriations. Such withdrawal 
must also conform to the level of production pre- 
scribed by the approved plan and banks are ordered 
to verify the actual disbursements and the actual 
use of funds withdrawn for pay-rolls.2* Collective 
agreements with reference to wages in industrial 
undertakings cannot surpass the limits prescribed by 
the plan and must also correspond with the planned 
amount of productivity and efficiency. 

The difficulty of complying with such rigid rules 
has led in many cases to defaults in the payment of 

salaries and wages—which is a criminal offense— 
and to the issue of money tokens, debentures, prom- 
issory notes and other kinds of money surrogates by 
the executives of governmental undertakings—which 
is even a greater offense.”> Banks of long-term credit 





21 Embezzlement of revenues collected on state railroads is spe- 
cially dealt by the law S. Z. 1934, No. 40. art. 320 and capital 
punishment is threatened. It should be noted that the highest 
penalty for first degree (non-political) murder is only 10 years 
of jail. , 

2S. Z. 1932, No. 72, art. 440, amended S. Z. 1935, No. 34, art. 
302 and Instruction of the Commissar of Finance USSR of January 
13, 1936 (reprinted in FKB 1936, No. 6). 

23 The Supreme Court USSR in its directive decision of May 20, 
1933, prescribed severest prosecution and maximum penalty for 
crimes involving budget violations as ‘particularly dangerous 
at the present stage of socialist reconstruction.’’ 

4S. Z. 1935, No. 33, art. 286. Numerous cases of abuses in 
spending funds appropriated for wage-pay for other purposes 
or above the appropriations in many places of the country induced 
the Procurator (Attorney General) of USSR to issue on February 
27 and March 21, 1938, drastic orders for immediate criminal 
prosecution (FKB 1938, No. 16). 

> Abuses of this kind became so frequent that on May 31, 1935, 
a law was passed increasing the penalty for issuing tokens, etc., to 
5 years of prison and for printing, etc., or for acceptance in pay- 
ment in shops to 3 years in prison (I21 vestia, June 2, 1935 and 
Sobr. Uzak. RSFSR 1935, No. 17, art. 169). 

7 Order of the Commissar ‘of Finance, December 19, 1936, and 
detailed Instruction (FKB 1937, No. 1, p. 2). The banks must 
supervise minutely, even by sending their agents, the application 


of moneys assigned for capital repairs in factories (FKB 1938, 
Nos. 1/2, and 17). 
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(see below) must periodically verify all investments 
done by their clients (state owned factories, etc.), in- 
vestigate their reports, and prosecute for misuse of 
loaned moneys.”® 


Penalties 


Drastic prosecution of managers of governmental 
factories guilty of low quality production has been 
ordered by a decree of December 8, 1933, which 
prescribed as penalty in such cases imprisonment 
for not less than five years.?7 Prosecution of those 
guilty of insufficient zeal in sowing grain, or in har- 
vesting, or in the care for horses, or in the com- 
pulsory supply of grain to the government (see be- 
low) was at times so severe and so widespread, that 
even the Supreme Court had to recommend leniency 
and revision of wholesale imprisonments of officials, 
collective farmers and individual peasants.** 


Closing Accounts 


All appropriations of the federal and of the re- 
publican budgets as well as of the local budgets 
expire on December 31 of the fiscal (= calendar) 
year and are closed.” Only appropriations for new 
constructions, capital repairs and equipment may be 
prolonged for additional three months with the con- 
sent of the Comissariat of Finance. Appropriations 
which have been made for financing national econ- 
omy and transferred for this purpose to the Industrial 
3ank (Prombank; see below) and to the Communal 
Bank (Kombank; see below) must be returned, if 
they have not been actually spent before March 31. 
Moneys actually transferred to governmental under- 
takings remain, however, at their disposal. 


Cashier and Audit System 


As arule, all moneys pass through the State Bank 
of USSR (with its over 3,000 branches) which 1 
the universal cashier of the nation and, partly, con- 
troller of the proper use of state moneys (see above). 
All trade and codperative undertakings are obliged 
to deposit daily all their cash receipts at the nearest 
branch of the State Bank. Special collectors of cash 
are provided for by the Bank, or the cash must be 
sent by mail every day.” Any retention of cash 
(except not more than 10 per cent for necessary 
daily transactions) may result in an order by the 
director of the Bank’s branch to prohibit, for not 
more than 30 days, retention of any cash in the hands 
of the defaulter. The Bank has to make frequent 
investigations of prompt deposits by all undertakings. 

The auditing of the federal, republican and local 
budgets and the control over the proper and legal 
expenditure of public moneys is entrusted to the 
Commissariat of Finance USSR and its local branches. 
A decree issued on May 9, 1938, defined the func- 
tions of the Control-Audit Board of the Commis- 

(Continued on page 555) 





27 See the report on the application of this law in the directive 
decision of the Supreme Court USSR of December 28, 1934 (re- 
printed in FKB 1935, No. 5, p. 46) and of March 27, 1935 (re- 
printed in FKB 1935, No. 12, p. 37). 

28 See the directive decision of the Supreme Court of December 
28, 1934 (reprinted in FKB 1935, No. 5, p. 45) and of March 27, 1935 
(reprinted in FKB 1935, No. 12, p. 35). 

29S. Z. 1931, No. 2, art. 29. 


292 Decree of February 25, 1937, and FKB 1937, No. 13, p. 17 
and No. 22, p. 3. 
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ONE of the most fundamental characteristics of 
state and local tax systems prior to the past few 
years has been the heavy dependence on property 
taxation. The situation with respect to state taxa- 
tion in Kentucky and in the United States as a whole 
is graphically presented in Chart 1. These data in- 
dicate that in 1932 the state governments of the 
United States, as well as state government in Ken- 
tucky, derived distinctly less than half as large a 
proportion of tax revenues from property taxes as 
they did in 1902. 

The situation is not very different, except in the 
extent of the change, when combined state and local 
tax figures are studied. Not only in Kentucky but 
throughout the United States there has been a con- 
sistent decline in the proportion of total revenue 
represented by property taxation in the state-local pic- 
ture. The obvious exception to this is the increase 
in the proportion of total state and local revenues 
in Kentucky derived from property taxes in the year 
1932 as compared with earlier years. The reason for 
this reversal was not so much that the trend had 
changed as that economic conditions in 1932 were 
such as greatly to restrict non-property tax revenues 
and yet not such as to cause so great a change in the 
productivity of property taxes. 

With so large a part of state and local revenues 
contributed by property taxation it was inevitable 
prior to the recent past that business enterprises 
largely dependent on the use of real estate should be 
called on to pay more than a fair share of the total 


taxes. Not only was agriculture victimized by this. 


type of discrimination but so also were the steel 
industry, railroads, local utilities, and all other enter- 
prises the conduct of the business of which required 
heavy dependence on real property. In fact, it may be 
emphasized that under the old style tax system own- 
ers of urban real estate contributed much more in 
proportion to the value of property used than did 
owners of farm land. Thi. resulted mainly from the 
fact that tax rates were so much higher in cities than 
in rural areas. 





* Commissioner of Revenue, Commonwealth of Kentucky and 
Director, Bureau of Business Research, University of Kentucky. 


Recent Kentucky Tax Leg- 


islation and the Farmer 





It has always been the case, however, with rare 
exceptions, that state property taxes were less bur- 
densome than local levies imposed for city, school, 
county, and other purposes. The general situation 
along this line has been even more characteristic of 
Kentucky, at least since 1924, because the state tax 
revenue has been derived very largely from intan- 
gible property not subject to local taxation, or only 
partly subject to local taxation. In most parts of 
the state this property, of course, is not largely held 
by farmers and hence may be regarded as a property 
tax not seriously affecting agriculture. 

It is worth while to examine closely the trend of 
affairs bearing on this situation in Kentucky as com- 
pared with the rest of the country. 


Relative Decline of Property Taxation 


In order to understand the development of the tax 
system over a period of years it is necessary to study 
also the increasing demand from both the city and 
farm population for added governmental services. 
Education, highways, charities, hospitals, and cor- 
rections are among the most important of all state 
and local expenditures. Indeed, taking all the states 
together, highway and educational expenses alone 
constitute well over half the total. It is important 
that these several types of governmental activities 
are demanded by people of Kentucky, in common 
with those of other states, without reference to 
whether the community is rural or urban. ' Indeed, 
the demand which has frequently been heard in farm 
circles that the farm boy and girl be given educa- 
tional opportunities equal to those of the city child 
is actually a demand for more expenditures in the 
country than in the city, because educational costs 
are higher in sparsely populated areas. 


In respect of highway expenditures, it is note- 
worthy that roughly two-thirds to three-fourths of 
the total have been characteristically rural highway 
expenditures. It is not to be inferred that two-thirds 
to three-fourths of the expenditures are for the ex- 
clusive benefit of farmers, but certainly a very large 
proportion of the total benefits agriculture more 
than it does other industries. It is in this area that 
the most prodigious increases in state and local ex- 
penditures have occurred since 1902, the total in- 
crease ranging from less than a hundred million 
dollars in 1902 to nearly two billion dollars in 1932. 
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Chart 1 
PROPORTION OF STATE REVENUE DERIVED 
FROM CENERAL PROPERTY TAX 
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Increases in expenditures for charities, hospitals, 
and corrections have been consistent, having risen 
by nearly 450 per cent; but they have not been so 
extreme as increases in educational or highway ex- 
penditures. Were accurate data available for the 
period since 1932, these figures would indicate a 
sharp increase in charitable expenditures, as well as 
in those for hospitals and corrections, due largely to 
depression relief and work relief activities. 

When it is emphasized that the place occupied by 
property taxes has become relatively less and less 
important, the typical observation is that in Ken- 
tucky farm taxes have gone up. In some measure 
this is true. What has occurred has represented an 
extensive, but relatively slow, increase in farm taxes 
during the same thirty-five years in which remark- 
able additions to state and local services have oc- 
curred. 

This situation has been made possible very largely 
by the development of revenue sources additional to 
the property tax which either were not in existence 
thirty-five years ago or which occupied so small a 
place as to be negligible. The most extreme develop- 
ments in the revenue field have been the motor 
vehicle and gasoline taxes. Neither motor registra- 
tion nor motor fuel taxes were imposed at the time 
of the census of 1902, and the volume of revenue pro- 
duced from the motor licenses ten years later was al- 
most negligible. Even by 1922 the total revenues from 
registration and gasoline taxes combined were only 
about 165 million dollars. At the present time and 
during recent years, on the other hand, these meas- 
ures have produced, and continue to produce, more 
than a billion dollars annually. It is fair to say that 
while gasoline and motor registration taxes yield for 
the United States as a whole only a little over a 
billion dollars, the aggregate highway bill is almost 
two billions; but the availability of these sources of 
revenue, which were not at hand even twenty years 
ago, has meant very substantial relief to real prop- 
erty owners and, therefore, particularly to agricul- 
ture. 


TAX MAGAZINE 
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Development of these revenue sources in 
Kentucky has, in the main, been parallel to their 
development throughout the country. As a 
matter of fact, by 1924 both registration taxes 
and gasoline taxes were imposed at higher rates 
in Kentucky than, on the average, in the vari- 
ous other states. Lack of previous road devel- 
opment and localization of Kentucky’s industrial 
production on or near the Ohio River resulted 
in diminished productivity as compared with 
northern and eastern states. 

Another important development has been 
the death tax. Inheritance taxes in all states 
yielded less than seven million dollars in 1902 
as compared with more than 110 million dollars 
at the present time. Although this is not of as 
much significance quantitatively as the other 
measures already discussed, relief of agricul- 
tural and other property taxpayers to the 
extent of a 100 million dollars has been an im- 

20 portant item in the aggregate of state and local 
budgets. 

One of the most significant changes which has 
occurred in tax practice during the thirty-five years 
under discussion has been utilization of income taxes 
on a scale never before contemplated. Although the 
income tax is far more important for the federal gov- 
ernment than for the several states, the productivity 
of the tax has risen for state purposes until the ag- 
gregate yield is now well above the total for inher- 
itance taxes. 

Income and inheritance taxes were not employed 
in Kentucky on a substantial scale until recently. 
Indeed, the first income tax measure was not adopted 
until 1936. An inheritance tax act was passed in 
1906, but yielded very little revenue until after its 
revision in 1924; and even then the total averaged only 
three or four hundred thousand dollars annually 
prior to 1936. 

A number of states have also adopted, especially 
during the period following the World War, certain 
types of excise taxes other than gasoline and motor 
registration levies; and more recently many states, 
including Kentucky, employed general sales taxes 
for this purpose. 


Recent Refinements in State and 
Local Taxation in Kentucky 


The major source of revenue not effective during 
the period of the 1920’s which was adopted in the sev- 
eral states during the five years 1931-35 was the gen- 
eral sales tax. In some states, as, for example, 
Mississippi and Indiana, the general sales tax took 
the form of a tax on all turnovers, but at varied rates 
depending on the character of the sale; and in 
some states it also took the form of a tax on 
professional and business salary incomes. In other 
states, and much more usual, the general sales tax 
applied only to retail sales and certain other trans- 
actions more or less analogous to retail sales. Even 
in states which levied general turnover taxes the re- 
tail sales taxes were responsible for most of the rev- 
enue produced. Consequently, the retail sales tax 
may be regarded as the characteristic source of rev- 
enue derived from general sales taxation. 
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Under the general sales tax there are numerous 
elements of discrimination which are not apparent 
to the casual observer. For example, farm popula- 
tion buys not only commodities such as food, cloth- 
ing, etc., for consumption, but also agricultural 
implements such as hoes, plows, etc., as capital assets. 
Whereas, in nearly all states, including Kentucky, 
the general sales tax provided an exemption for com- 
modities purchased by manufacturers as raw mate- 
rials for further processing, it did not make a similar 
provision, and probably could not have made it suc- 
cessfully, for the exemption of farmers from the tax 
on their own capital equipment. Other discrimina- 
tory influences worked in an opposite direction; but 
there is, I think, no complete compensation by the 
offsetting influences. Certainly the gross sales tax 


Chart 2 
RATIO OF RURAL REAL PROPERTY TAX LEVIES 
TO TOTAL STATE TAX REVENUES 
IN KENTUCKY 
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works different sorts of hardships on different farm- 
ers, depending, for instance, on how much farm 
equipment each of them purchases, and consequently 
on how much tax, justified by expedience only, the 
individual farmer must pay. 

It was the task of the 1936 General Assembly, the 
work of which has been supplemented and rounded 
out by subsequent sessions of the Legislature, to in- 
troduce under Governor Chandler’s leadership a 
number of important modifications and refinements 
in the state tax system. These changes advance far- 
ther than ever before the program for property tax 
relief, and hence for farm tax relief. It may be said 
without equivocation that farmers receive today 


more governmental services—for example, education, 


highways, charities, hospitals, and corrections, in- 
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cluding old age pensions—and pay a less proportion 
of the cost than ever before in the history of Ken- 
tucky. Indeed, question has been raised in some 
quarters as to whether this trend has not already 
gone further than can be justified by sound economic 
principle. 

It will be of interest to examine some of the phases 
of the change which has been effected. In the first 
place, as shown by Chart 2, the proportion of the 
total tax revenues constituted by the property tax 
levies on rural lands, timber, etc., is now just above 
one-half of 1 per cent as compared with 2.75 per 
cent, that is five times ds great a proportion, on the 
average from 1931-1935 inclusive. The change in the 
agricultural contribution to county and school rev- 
enues has been less, but there has been a relative 
decline in that area also, due mainly to the recent 
increased state support of education and highways. 

In the second place, the 1936 General Assembly 
began its work by repealing the old gross sales tax, 
which had operated with the inequities heretofore 
described. Elimination of this measure not only re- 
moved the discriminations characteristic of the gross 
sales tax plan of raising revenue but at the same 
time completely paralyzed the revenue system. 
Whereas a total of more than ten million dollars 
annually (about seven million dollars for state pur- 
poses) was being derived from the gross sales tax 
incident to producing aggregate state revenue of 
approximately twenty million dollars, the state with- 
out this measure faced a deficit in the light of previ- 
ous expenditures amounting to more than ten 
million dollars. 

To meet the revenue situation the Governor pro- 
posed, and the General Assembly enacted, a compre- 
hensive program of tax revision which may be briefly 
summarized. The most fundamental elements in the 
reform were the legislation providing for modern 
corporation and personal income taxes and for alco- 
holic beverage consumers’ taxes. The income tax 
is fundamental in the system because it produces 
early five million dollars annually and because it 
materially alters the incidence of the state tax system 
on different income groups. Under an income tax 
such as Kentucky has enacted it is possible to pro- 
vide complete exemption for small incomes and grad- 
uated rates for incomes of intermediate and larger 
size. It was frequently pointed out that the gross 
receipts tax levied prior to 1936 required the very 
poorest to contribute a greater proportion of their 
income than any other class. The income tax has 
precisely the opposite effect in that it requires no 
contribution of the poorest and only a moderate con- 
tribution from the lower middle classes, while at the 
same time it secures a very substantial amount of 
revenue from the well-to-do. 

The effect of the income tax on the farmer is ob- 
vious. For the most part, money income of the farm 
population is relatively low, mainly because farmers 
characteristically receive a substantial part of their 
income in kind and hence are not subject to the in- 
come tax. The shift from the gross receipts or gross 
sales plan of taxation to the income tax plan meant 
substitution for a measure which required farmers 
to pay on both capital and consumer purchases of a 

(Continued on page 552) 





























































































































































































































































































































zation for Close Corporations 


Advantageous or- 
ganization from a 
tax saving view- 
point is reviewed 


By ARTHUR 
J. HANSEL* 





THE question of taxation has never before required 
the attention of business owners to the extent that 
it does today. Only recently the Treasury Depart- 
ment announced that it was making a comprehensive 
study of the Revenue Act of 1938 with a possibility 
of enlargening the tax base or of finding another 
source of revenue. However, the article ‘““Tomorrow’s 
Taxes”, found in the August 1, 1938, issue of Barron’s, 
The National Financial Weekly merits the reading by 
every taxpayer, individual and corporation. Not only 
must the taxpayer in we an enterprise take 
into account unescapable tax burdens in planning 
the program of a successful business, but must see 
to it that all tax consequences are carefully analyzed 
before incorporating. 

The federal, state and local tax problems confront- 
ing business organizations are too numerous to discuss 
adequately in this article. However, it will be re- 
stricted to further elucidation upon the partnership 
form of organization as contrasted with the close 
corporation. There are several states that permit an 
organization of a “limited partnership” which in sub- 
stance parallels a corporation, except, of course, for 
the unlimited liability of a general partner and/or 
general partners, who, however, may be further in- 
demnified by a bond in the form of insurance as 
added protection. 

A limited partnership of the type authorized by the 
Statutes of Illinois is a partnership and not a corpora- 
tion within the meaning of the Act. Such a limited 
partnership cannot limit the liability of the general 
partners, although special partners enjoy limited liabil- 
ity so long as they observe the statutory condition as 
construed under the Statutes of the State of Illinois 
—Uniform Partnership Act. (Reg. 94, Art. 1001-5 
and 1001-6.) 


* Certified Public Accountant and Tax Consultant, Chicago. 








Limited v. General Partnership Organi- 








Under the Federal Revenue Act, individuals carry- 
ing on business in partnership form are liable for in- 
come tax only in their individual capacities. Form 
1065 is used to report the net income of the partner- 
ship and is of an informative nature, since no pay- 
ment of taxes thereon need be made. On this return 
the net income is distributed to the respective part- 
ners, as is stated in the “Articles of a Limited 
Partnership” on file in the office of the recorder of 
deeds of the county where the principal office of such 
limited partnership is located. 

The Act provides that a partner shall, for the pur- 
pose of the normal tax, be allowed as a credit against 
his net income, in addition to the credits allowed to 
him under Section 25, in respect to interest under Sec- 
tion 25 (a) (1) and (2), his proportionate share of 
such amounts not in excess of the net income of the 
partnership of interest specified in the Act as are re- 
ceived by the partnership. With respect to earned in- 
come it is provided in the Act that the proper part of 
ach share of the income which consists of earned in- 
come is to be determined under rules and regulations to 
be prescribed by the Commissioner, and is to be sep- 
arately shown on the return of the partnership. In of- 
ficial Regulations 94 it is provided that for the purpose 
of computing earned income credit against net income, 
a member of a partnership is entitled to treat a proper 
part of his distributive share of the net income of the 
partnership as earned income. Such part cannot 
exceed a reasonable allowance as compensation for 
personal services actually rendered by the general 
partners in connection with the partnership's busi- 
ness. In the case of a partnership that is engaged in a 
trade or business in which capital is the material in- 
come producing factor, and in the trade or business 
of which, the partner renders personal services which 
are material to the earning of the partnership in- 
come, the earned income of the partner from the 
partnership i is a reasonable allowance as compensa- 
tion for the personal services actually rendered by 
him, but not in excess of twenty per cent of his share 
of the net profits of the partnership (computed with- 
out deduction for so-called salaries to members). In 
such a case, if reasonable compensation is less than 
twenty per cent of the partner’s share of the net 
profits, the earned income is the full amount of the 
reasonable compensation, but, if reasonable compen- 
sation is more than twenty per cent of the partner’s 
share of the net profits, then the earned income is 
twenty per cent of the partner’s share of such profits. 


(Reg. 94, Arts. 181, 182, 183, 184 and 185.) 


A Tax-Saving of over 45% 


Example of Comparative Tax Position and a Poten- 
tial Tax Saving.—To illustrate, take for example, that 
the Y Company of Illinois is earning $100,000.00 a 
year with a stated capital stock value of $500,000.00. 
Its three stockholders, A, B, and C, each have a one- 
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third interest. Each as an officer, draws a salary of 
$25,000.00. The total corporate taxes would be as 
follows: 


PSSMOMISE, DAM. .ssbi. daca as $ 250.00 


Capital ‘Stock Tax... ....«:<.; 1,000.00 
(Declared value $1,000,000. 00) 

Excess Profits Tax ..... .... (None) 

Federal Income Tax ..... nies 9029100 

State Social Security Tax....... 2,025.00 

Federal Social Security Tax... 405.00 






$ 7,205.00 
Individual Income Tax: 

“A” Salary $25,000.00........... 2,489.00 
“B Salary $25.00000..........:. 2,489.00 
“C” Salary $25,000.00....... 2'489.00 


Tout Thess .........:... $14,672.00 






Under Limited Partnership: 


General Partner Tax Thereon 













“A” $16666:660 ......... . .§ 1,330:85 
Limited Partner 

“A-1”’ $16,666.67 1,344.17 
General Partner 

“B” $16,666.66 ..... 1,330.83 
Limited Partner 

“B-1 $16,606:67 .......... 1,344.17 


General Partner 
as Ol: Sr 1,330.83 
Limited Partner 


“C-1” $16,666.67 ............. 1,344.17 
$100,000.00 ............. 20. $ 8,025.00 
Wax Savard’. «oc. caeesen ewes $ 6,647.00 


This comparative tax saving is outlined in graphic 
form as Exhibits “A” and “B”. 
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Exhibit B 
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A Further Tax-Saving on Capital 
Gains a Distinct Advantage 


The partnership form of organization has an 
advantage in the treatment of gains or losses on the 
sale of Capital Assets. As an example Company Y 
sells assets in 1938 which were acquired in 1927 
to-wit: 

Cost of Asset Acquired in 1927... .$25,000.00 
Sold in 1938 for . és 50,000.00 


ME Ns ni won neare es aeises $25,000.00 





This gain is taxable to the corporation, subject to 
normal tax, the excess-profits tax, and unless dis- 
tributed in a taxable form to the stockholder the 
credit of 244% as a dividend paid credit is forfeited. 

Should the partnership sell the identical property 
after holding it for the same length of time only 
50% (under the Revenue Act of 1938) of the gain 
would have to be included in the taxable income of 
each partner. which gain when distributed in the 
same proportion as under the limited partnership 
example hereinabove outlined would result in a con- 
siderable tax saving. However, $12,500.00 of the 
gain would be free from tax under the provisions 
of Sec. 117, Regulations 94. 

A limited partnership also eliminates the possibility 
of a “Penalty Tax” under Section 102, “Surtax on 
Improper Accumulation of Surplus.” 

The new revenue act includes provision for a pen- 
alty tax on any “unreasonable” accumulations of 
(Continued on page 557) 
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Taxes 


WE all are familiar with the Clark O. N. T., brand 
on spools of thread. Learn the history of the makers 
by reading their case decided July 14, 1938, in the 
Third Circuit Court of Appeals. No new legal or 
accounting precedents are set. The facts and opin- 
ion are the interesting part (384 CCH § 9441). The 
following case ({ 9442) is of small legal interest out- 
side of Rhode Island, in which the U. S. District 
Court made its decision on July 15. Nearly eight 
pages long, it is crammed full of ‘factual details, 
British and American money, considerations of New 
York v. Rhode Island law, the management of the 
Babcox and Wilcox Company (somebody remind us 
to tell you the story Raymond Hitchcock told) and 
other matters. Incidentally the plaintiff, Hoxie, won. 
Everyone in New York City knows Bickford’s lunch 
rooms. They lost their case in the Second Circuit 
on July 18 (384 CCH § 9443). The argument about 
Treasury Stock goes merrily on. In the August 
issue of the Journal of Accountancy beginning on page 
112, R. H. Montgomery, G. O. May and T. York 
discuss it. And in the New York Times of August 

N. Nelson writes one and one-third columns 
in a vain effort to reconcile the conflict of case deci- 
sions. Lovers of adventure romances should read 
the case of Sabatini, CCA 2nd, August 6 (384 CCH 
| 9470). 


The Tax Talkers 


Rover started it! “My Florida buddies are start- 
ing to move to get the calendar year date for filing 
income tax returns moved up a month.” 

“Why?” queried Philo. 

secause’, he replied, “they think that under the 
present set-up many Florida visitors are forced to 
leave the state earlier than they otherwise would. 
This, it is alleged, causes a loss of several million 
dollars in tourist revenue each season.” 

Oldtimer grinned. “In my youth someone said 
‘the tariff was a local issue.’ Now it’s the income 
tax.” 
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Ewing Galloway 





‘There’s something to it though”, said Rover. 
I’ve wintered in Florida and heard many people use 
that as an excuse for going home.” 

“Excuse is right!” said the Kid. “Holy cow! Any- 
body with money enough to winter in Florida can 
hire himself a Florida tax man, or some happy hobo 
like you”—pointing at Rover. 

“It’s a bad move”, said Philo. “It will not be 
successful and if it is, it shouldn’t be! There is no 
worse sin then procrastination, and this would en- 
courage it.” 


“T’m inclined to agree with you”, said Oldtimer. 
“Ninety-eight per cent of all tax returns prepared 
on March fourteenth and fifteenth could have been 
more easily prepared on the same days in January. 
And still, take the case of the long season people. 
Thanksgiving to Easter! They must have some 
trouble getting their records together. 


“Those people are mostly legal residents of Florida. 
They file in Jax. The richer of them have trust 
companies taking care of their finances. All they 
ever do is sign the return, or a power of attorney.” 

“Well”, said Rover, “I’ve picked up many a ten 
spot preparing returns for northerners down there. 
They have their check books with them.” 

“They need ’em!” said the Kid. 

“Then”, continued Rover, 
make their returns. 
home.” 

“The big point is”, said Oldtimer, “that most of 
them don’t go ’til after January tenth. Mid-February 
brings the flood tide. Anyone of them could make 
their returns before going, and a number of my clients 
do exactly that.” 

“Okay”, said Rover, “and what do they do about 
their New York State returns due April fifteenth? 
They don’t even issue blanks until mid-February.” 

“I get blanks and prepare them, and if they are not 
back by April first, I mail them to them for signature.” 

“When I was there,” said Rover, “I had the Tax 
Commission send me a supply of blanks and every 
time I hit a New Yorker, I’d tell him I had some. 
A few took them, and a half of those few took me 
to fill them out.” 


“it’s no great trick to 
They wouldn’t have more at 
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“Ah-ah!” said the Kid shaking a finger. “Is that 
ethical ?” 

“Tt’s a darn good idea, anyhow”, said Oldtimer. 

“Well,” said Philo, “I stick to my idea that it’s 
all due to procrastination, and anyone who wants to 
make a return on time can do so, no matter where 
he is.” 

“And”, said Oldtimer, “I’m going to stick to this 
chair if I procrastinate any longer about going back 
to the office.” 

x * x 

The Shoptalker owes a lot to the modest young 

man, who insists on remaining anonymous in the 


following article. The Shoptalker needed a vacation. 
This provided it. 


THE DUTIES OF A JUNIOR TAXMAN 
By 
ONE IWHO IS 


That famous book, “The Duties of a Junior Accountant,” 
says nothing about taxes.* It would imply that juniors and 
taxes are as far apart as Hitler and Morgenthau. But in 
any but the very largest offices a junior has many duties 
to perform in connection with taxes. The manner in which 
he performs them will have much bearing on his promo- 
tion to senior status. 

It is utterly impossible to say what is the first thing 
that a new boy must learn. There are too many “first 
things,” all of which have to be learned simultaneously. 
It is customary to hire new juniors at the turn of the 
calendar year, to meet the tax rush. A certain amount, 
even the bulk of their duties, will have little to do with 
taxes. Routine detailed auditing, typing, copying, etc., 
will take much of his time. But before March 15, unless 
fired sooner, he will have learned these things: 


1. Where to get forms. I imagine that is easy in a 
city like Newark—State, City, Federal—one place for each, 
not widely scattered. New York is different. The vast 
city is scattered through four Internal Revenue Districts. 
The bulk of all forms should be obtained in that one in 
which his firm has its office. Often, though, it is much 
more convenient, even necessary, to get them elsewhere. 
When the time comes to file the completed returns, he 
will know, from getting the blanks, where to deliver them. 


2. Simultaneously, he must learn to recognize, by sight, 
number or name, any common form. He must know that 
1120, blue, and corporation income are synonymous, should 
the boss ask for any one. And he must know just where 
they are kept in the office. Where I work, a junior is the 
form file clerk. In other offices, I understand, a stenographer 
takes care of them. In any case, he must be careful to 
check on what he gets. A 1937 blank might get into the 
1938 folder. The boss won’t appreciate being handed the 
former when he wants the latter. 


It is pleasant to note that instruction sheets now come 
separate from the blanks. I have spent a lot of time 
separating them, and filled baskets with the unwanted in- 
structions. 


3. How to type forms. In some offices, girls do all the 
typing. But in small ones, the juniors may be anything 
from pinch-hitters up to regular typists. Certainly, in 
any office the junior who can type has an easier time 
getting a job than the non-typist—and of keeping it after 
March 15, too. I have seen my bosses, and the wife of 
one of them, jump into the breach on the last critical 
afternoon, when returns just had to be done. 

4. Get a good idea of what the forms consist. This is 
easy, if he types them. But in any case, he must study 
them. When he acts as messenger, to deliver them to a 
client, he must be able to show said client where to sign, 
where to put the seal, if any, how to make out the check 
in payment, and where to send it. It is true that a good 





* Footnote by Shoptalker: The book mentioned at the start 
of this article is published by the American Institute of Ac- 
countants, at $1.50. 





TALKING SHOP 527 


firm sends a letter of transmittal, embodying just such 
information, firmly attached to the taxpayer’s copy. I'll 
leave it to my psychology professors to decide why they 
won't read, or cannot understand, such a letter. The sad 
truth is that they will demand oral explanation. My firm’s 
clients are carefully classified as to those to whom it is 
safe to mail forms, and those to whom they must be 
delivered in person, lest they be mistreated. I regret to 
report the latter group is a majority. 


The foregoing are the rudiments of junior tax work. 
After one season and an elementary course in college, he is 
capable of making up simple tax returns himself, if given 
the opportunity. A wise employer will grant him such a 
chance. Even in his first season, the junior will be called 
on to check arithmetic, to verify tax computations before 
they are typed. On returns as to which limitations apply, 
such as earned income, he should /earn those limitations. 


One of my college mates quit what seemed like a good 
job, because in two years he had never been allowed to 
make as much as a 1040a. He just lost interest, and I 
certainly do not blame him. I have even been permitted to 
make up an 1120 for a couple of small corporations. “You 
do the write-up of the books,” said the boss. “Try your 
hand on the tax blanks.” He had corrections to make, of 
course. But I’ll work for a man like that. 


Another fraternity brother, after three years, has yet to 
be allowed the use of the tax service. His boss keeps the 
current volumes on his desk, naturally, and all prior years 
in the private office. Seniors may not take a volume with- 
out express permission; juniors risk their jobs by doing so. 
He tells me the top senior, a C. P. A. in his own right, and 
an admitted B. T. A. practitioner, cusses like the devil 
about it. That boss also has the annoying habit of taking 
mailings home with him, or carrying them around in his 
audit bag, so the service, even when accessible, is never 
up to date. 

My own office is a pleasant contrast. The 1938 Standard 
Federal volumes and the New York Service are not on a 
desk, but on shelves within arm’s reach, of the junior 
member of the firm, who is more of a tax man than the 
senior partner. The volumes are not in strict numerical 
order. Number 4, the most used, comes nearest to his 
hand, then 3, then the Index, then 1, then 2. Similarly, 
the New York volumes, on the lower shelf, are in 2, 3, 
and 1 order. 


Federal Services for prior years, the Social Security Serv- 
ice, and that for the other State in which they have a few 
clients, are kept on open shelves in the work room, where 
any one may consult them. Anyone wanting to use the 
current volumes may do so; courtesy merely requires that 
if the door of the private office is shut, that a knock be 
made before entering. If a client is known to be in there, 
only an emergency justifies the interruption. The point 
is, however, that the service is allowed to be of service to 
all. There is no dog-in-the-manger idea; a fear that some 
staff man might possibly learn more about taxes than the 
boss. 


Of course, prompt filing of the reports is essential. In 
my office, no report may go unfiled overnight. Overtime, 
if necessary. Better still, come in 15 minutes early and 
get it done before the usual time for starting. I was 
initiated into the mechanics of filing in my first season; 
given charge of it, the second. (At this point, the Shop- 
talker deleted several paragraphs covering material THE 
Tax MAGAZINE has already printed: December, 1936, page 
731; August, 1937, page 481). 

Another vital step is cross-referencing. The indexes 
and citators cannot do everything. Some must be done in 
the office of the subscriber. For example, look at 384 
CCH 79425. A cross-reference is made to 35 BTA 975. 
I go back to 374 CCH, and in the BTA index, find 
National City Bank, $7142. I turn to that paragraph and 
write in “Affirmed 384 CCH [§ 9425.” Then I check the 
cross-reference to show that I have done so. Similarly, 
I mark in 384, all references thereto in 383 “Rewrite.” 
Boss says anything deemed important enough for com- 
ment in the Rewrite should be noted right on the decision. 

The next thing to learn is the manner of citation. I 
must learn to distinguish 38 BTA 2 from 38 BTA —, No. 2. 
T must learn that 37-1 USTC { 9224 is identical with 374 
CCH 99224. I must know that 289 U. S. 522 is the same 

















case as 57 Sup. Ct. 321, because there are two different 
reporters in different series, etc. 

We also get a weekly flash service. It is very interest- 
ing: We key the citations therein to the regular tax 
service. 























And that is the last step in a junior’s duties. The next 
step is preparing all kinds of returns; applying the law 
and regulations. When he does that, he’s a senior. When 
he attempts to interpret the law and decisions, to dis- 
tinguish and differentiate, and reason and apply, he’s a tax 
man. I mean to be one some day. Meanwhile, I think 
you will agree with me that I’ve got off to a darn good 
start. 
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F. C. Wandmacher of Brooklyn, New York, con- 
tributes the following: 














“Anent the Dizzy Dean matter mentioned in your August 
issue: it comes to mind that the income tax authorities 
allow depletion on gold mines and such, but not on the 
‘gold mine’ that is resident in the extraordinary physique 
and special ability of a ‘Dizzy’ (or otherwise) Dean. The 
great ‘Babe’ Ruth got up into the higher brackets (as well 
as the higher tiers of the Yankee and other stadiums) 
with his earning ‘slams’ as well as with the willow. 

“And so in many another highly-compensated-for short- 
period activity, such as with many movie stars, especially 
child prodigies; and as well stage stars, great surgeons, 
authors, opera singers, radio stars, jockeys, prize-fighters, 
and others, to mix them up a bit—many of these have their 
special talents or special organs or powers insured—it is 
distinctly a property right and so recognized in various 
ways. 

“The government allows the owner of a gold, silver, 
lead, coal, tin, or other mine, or quarry, to estimate the 
content and value, and deduct a portion as capital extinguish- 
ment each year against the receipts; and frequently the 
values and deductions are re-stated and revised: depletion 
it is called, an exhaustion or emptying, and, as the dic- 
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tionary adds: of the “vital powers, the strength.” Doesn't 


that seem decidedly applicable to the human powers and 
abilities above indicated? They may be difficult of ascer- 
tainment, but certainly are present, and the value may be 
re-stated too, as with mines; depletion, depreciation, and 
obsolescence are changeable allowances in tax and account- 
ing practice—the principle of a changing allowance has 
been adopted by tax authorities and courts. 

“And so, too, has the principle of an allowance for 
normal profit in the case of a corporation, under the old 
excess-profits tax and the old capital stock tax laws. As 
with corporations, why not with individuals? As with one 
value, why not with another?” 

% * * 


A retired lawyer in California very neatly proved 
our May issue remarks about lawyers’ delays and 
dilatoriness by waiting until July to read them, and 


then got this to us just in time to miss the August 
issue : 


“Tt’s over thirteen years since this happened, but I still 
get a chuckle out of it. At the time I was practising in 
Washington, D. C., I met a couple of newly certificated 
accountants who were there for their first B. T. A. case. 
They also made a call at another government office, and 
got into a terrific argument with some clerk there. I 
forget now what the subject was; it’s immaterial now. 
It might have been then. Anyhow, they came to me with 
it. I was an old lawyer; they weren’t lawyers at all; and 
this clerk had stressed that. I listened to the argument, as 
recited, and then remarked, as they unfolded the clerk’s 
contention: ‘That sounds like a second-year law student.’ 
The C. P. A.’s just howled. “That’s just what he is’, they 
roared. 

“So at that point IT advised them to stop dealing with 
that clerk and get someone who knew something. Medical 
men tell me that every student imagines that he has all 
the diseases, as he studies them. It is an unavoidable part 
of the course. Lawyers seem to have the know-it-all 
disease until they’ve been in practice a while. But they 
always recover, from that if not procrastination.” 


“Two Minds with but a Single Thought” 


A. P. Herbert in Punch (the New York Times of 
July 31 gets the assist) : 

“Yes I am one of a MINORITY in many important 
matters. I live reluctantly under a barbarous and oppres- 
sive regime of teetotalers, licensing justices and income and 
entertainment-taxers. The Sudeten Germans, I read in 
The Times ‘have been subjected to irritating inquisitions 
and petty injustices.’ Good heavens! they ought to see 
our income-tax forms! They should meet the Inland Reve- 
nue. They should try bathing in ‘trunks’.” 


Hi Philips, in the New York Sun of August 1: 


“Taxes won a race at Saratoga the other day. A lot 


of people let him pass because they couldn’t figure him 
out.” 


x * x 
The June number of the Accounting Review, a 
quarterly publication, has, beginning on page 124, 
an article on “Average Income and Its Use in Taxa- 
tion.” The author is Martin Atlas, an economist 
attached to the Division of Research and Statistics 
in the Treasury Department. 
x * x 
According to a United Press dispatch from 
Saranac, N. Y., dated June 16, State Comptroller 
Tremaine described the American tax system as the 
poorest in any civilized country. He denounced the 
capital gains tax and called for repeal of the law 
which frightens investors. He stated that this law 
and the antagonism to the Stock Exchange has re- 
sulted in a loss of more than $12,000,000 in revenue 
from the New York stock transfer (stamp) tax. 








IN CURRENT LE 


THE ILLINOIS CONSTITUTIONAL 
REQUIREMENT OF UNIFORM- 
ITY IN TAXATION 


33 Illinois Law Review, May, 1938, p. 57-87 


The power of the state government to 
. tax is subject to considerable constitutional 
restraint. The due process, equal protec- 
tion, and interstate commerce clauses of 
the federal constitution are some of the 
more familiar constitutional provisions lim- 
iting the state’s power in this respect. The 
present Illinois Constitution, adopted in 
1870, contains, in the twelve sections of 
Article IX, additional restrictions on the 
taxing power, application of which has oc- 
casional frequent invalidation of revenue 
statutes. In particular, sections one and 
two have served as the basis for holding 
twelve revenue statutes unconstitutional, 
and the efforts of the reformers have for 
: the most part been directed at the restric- 

tions embodied in these first two sections: 


1. The general assembly shall provide such 
revenue as may be needful, by levying a tax, 
by valuation, so that every person and corpora- 
tion shall pay a tax in proportion to the value 
of his, her or its property—such value to be 
ascertained by some person or persons to be 
elected or appointed in such manner as the 
General Assembly shall direct and not other- 
wise; but the General Assembly shall have 
power to tax (certain enumerated occupations) 
and persons or corporations owning or using 
franchises and privileges, in such manner as it 
t shall from time to time direct by general law, 
1 uniform as to the class upon which it operates. 


2. The specification of objects and subjects of 
taxation shall not deprive the General Assembly 
of the power to require other subjects or ob- 

A jects to be taxed in such manner as may be con- 
q : sistent with the principles of taxation fixed in 
z this Constitution. 
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t _The widespread criticism of these provi- 
sions has resulted in the submission to the 
electorate on six different occasions of pro- 
posals to modify or abolish these sections, 
thus far without success. 

The Illinois Court frequently pledges 
r allegiance to the accepted theory that the 
State has inherent power to tax. Under 


€ this “inherent power” theory, the enumera- 
c tion in a constitutional provision relating 
yy to revenue of certain types of taxes, does 
y not confine the legislature to those taxes. 


Although the distinction may be one of de- 
sree only, differentiation is made between 
e property and non-property taxation. The 
nly express provision in the constitution 
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for non-property taxation is found in the 
second clause of section one providing that 
in the enumerated types of taxation the 
tax shall be uniform within the class upon 
which it operates. The principles of taxa- 
tion referred to in section two consist of 
one principle—general ad valorem taxa- 
tion, save in franchise privilege and occu- 
pation taxation. “Other subjects or objects” 
is thus restricted to occupations not enu- 
merated in section one. It is difficult to 
appreciate the court’s narrow construction 
of the “principles of taxation,” and conse- 
quent judicial erasure of the phrase “other 
subjects or objects.” 


As a result of the stipulation “that... 
every person and corporation shall pay a 
tax in proportion to the value of his, her 
or its property...” and similar restrictions 
in prior constitutions, the general property 
tax has been saddled upon the people of 
the state for the past one hundred and 
twenty years, despite frequent and vehe- 
ment criticism. Briefly, the theory of the 
general property tax is simply that all 
property must be subject to taxation and 
(unless exempted by section 3), must be 
taxed in proportion to its value. Univer- 
sality, uniformity of value and uniformity 
of rate, thus, are the earmarks of the gen- 
eral property tax. 


Clearly uniformity of taxation is vio- 
lated when different property is taxed at 
different rates. Uniformity of rate seems 
to be a necessary consequence of the con- 
stitutional requirement that the tax shall 
be proportional to the value of the property. 


The Illinois court has repeatedly stated 
the proposition that the rule of uniformity 
requires that one person shall not be com- 
pelled to pay a greater proportion of taxes, 
according to the value of his property, than 
another. As a result, where the general 
practice in a taxing district is to assess 
property at less than its full value, it is 
necessary to similarly debase the property. 


In view of the regularity with which the 
courts have granted relief where this type 
of discrimination is shown, it is hard to 
account for the case of Illinois & St. Louis 
Railroad & Coal Co. v. Stookey, (122 II. 
358, 13 N. E. 516). In that case the State 
3oard of Equalization assessed the rail- 
road’s property at approximately its fair 
cash value and the local officers extended 





the tax upon that basis. The railroad then 
| sought to enjoin the collection of all of the 
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tax in excess of an amount based upon 
one-third of the actual value of the prop- 
erty. 
property in the taxing district was assessed 
at only one-third of its actual value, there- 
fore to tax the complainant upon its actual 
value was a violation of the uniformity re- 
quirement. 
cases (Bureau County v. C. B. & Q. R. Co., 
44 Til. 229, and C. N. 
County, 44 Ill. 240), the court refused the 
injunction on the ground that the mere 
fact that the local assessor had failed to 
comply with the law requiring assessment 
at fair cash value did not invalidate the 


The concention was that all other 


3rushing aside the earlier 


W. R. Co. v. Boone 


assessment made by the Board. 

Overvaluation of one taxpayer’s property, 
while property generally in the same district 
is correctly valued, seemingly violates the 
constitutional mandate just as much as 
does the failure to debase his property to 
the same level as that of other taxpayers. 
However, here the courts are more hesi- 
tant about granting relief. Before a tax- 
payer can be heard to defend upon the 
ground that his property has been over- 
valued, or before he can secure an injunc- 
tion restraining collection on that ground 
he must show that he has exhausted his 
administrative remedies or that, if the board 
of review has refused to grant him a hear- 
ing, he has sought by mandamus to compel 
them to do so. 


The complaint has been made that the 
objector’s property has been assessed at 
too high a figure in comparison with all 
other property in the taxing district. De- 
parture from the rule of uniformity may 
also result from the failure to assess the 
property of other taxpayers within the dis- 
trict or the assessment of such other prop- 
erty at a smaller percentage of its full value 
than that applied to property generally or 
to some other large group. 


Generally when it is contended that the 
rule of uniform taxation in proportion to 
value has been violated, the language used 
by the court indicates that the comparison 
must be with all other property. There is 
some indication, however, that the com- 
parison may be with property of the same 
class as that of the complaining taxpayer. 
In at least two cases, the court, while it 
has talked about the necessity for assessing 
all property at the same proportionate 
share of its full value, has apparently actu- 
ally looked to see only if the property in 
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question was assessed at a higher propor- 
tion than other property of its kind or 
similarly situated. 

The Attorney General has expressed the 
vpinion that the law of the state requires 
the use of an equalization factor deter- 
mined by averaging those in use in the 
various counties. In view of the fact that 
the ratio of assessed value to full value 
varies considerably from county to county, 
it is apparent that in almost any given 
county the rule of uniformity will be vio- 
lated. There have been no cases squarely 
presenting the problem. The Attorney 
General based his opinion on language used 
in People’s Gas Light and Coke Co. v. Stuck- 
art (286 Ill. 164, 121 N. E. 629), and People 
ex rel. Meade v. Board of Review (329 Il. 
388, 160 N. E. 755), and decisions dealing 
with the assessment of railroad property 
in which the same problem arises. 

In addition to the general property tax 
the constitution specifically provides for 
franchise, privilege and occupation taxa- 
tion. The franchise tax can be described 
as a fee exacted by the state for the privi- 
lege of corporate existence, transaction of 
business as a corporation, or of exercising 
some special right. Privilege taxation is 
not amenable to definition. 

The occupation tax is familiar and like 
the privilege tax is broad in scope. While 
early decisions seem to indicate that the 
power of the legislature under section two 
to tax occupations in addition to those 
enumerated in section one was limited to 
occupations that might be subjected to 
such taxation. Section one implies that 
franchise, privilege and occupation taxa- 
tion is non-property in character. Such 
taxes, however, often relate the amount of 
the tax rather directly to the value of the 
property involved. The franchise tax is 
not usually regarded as levied on the cor- 
porate franchise, treated as property by 
statute and judicial decision. Apart from 
minimum franchise taxes, however, the 
mere fact of incorporation is not now 
widely used as the basis for such taxation. 

If the franchise, privilege, or occupa- 
tional tax is established as such it falls 
under the second clause of section one re- 
quiring such taxation to be uniform as to 
the class upon which the tax operates. 
Uniformity in non-property taxation is quite 
unlike the type of uniformity required in 
property taxation for the legislature is ex- 
pressly authorized to classify in franchise, 
privilege and occupation taxation. 

The requirement that classification in 
franchise, privilege and occupation taxation 
be reasonable inheres in the equal protec- 
tion clause of the federal constitution as 
well as in the uniformity requirement of 
Article IX, section one of the Illinois Con- 
stitution. The uniformity requirement ap- 
plicable to those types of taxes may be 
regarded as merely duplicating the equal 
protection clause of the federal constitu- 
tion as applied to taxation. As the law now 
stands a property tax classified by the 
legislature rather than by administrative 
agencies, a graduated income tax, and per- 
haps other types of taxes not enumerated 
in section one levied on other than an ad 
valorem basis can only be achieved by con- 
stitutional amendment modifying sections 
one and two. 


























































































































































































































































































































































































































































































validity is not essential. 
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CONSTITUTIONAL RESTRICTIONS 


UPON PUBLIC DEBT IN NORTH 
CAROLINA 


William Henry Hoyt and Jefferson B. Ford- 
ham, Members of the New York Bar 


16 North Carolina Law Review, June, 1938, 


p. 329-363 
At the November, 1936, general election 


the voters of North Carolina approved an 
amendment to Section 4 of Article V of 
the State Constitution, placing limitations 
upon the increase of public debts. The 
first of the four enumerated purposes for 
which the legislature was granted express 
authority to contract state debts and to 
authorize the contracting of county and 
municipal debts, without regard to the elec- 
tion requirement, is “to fund or refund a 
valid existing debt.” 
arising under this topic turns upon the 
effect of the word “existing.” 
refer to the time when the amendment took 
effect or to the time of a proposed funding 
or refunding? 
the use of the word “existing” in the latter 
sense would be tautological, for the very 
idea of funding or refunding presumes the 
existence of a debt to be funded or re- 


The first question 


Does this 


As a matter of grammar, 


funded. On the other hand, there is no 


question but that in applying the amend- 
ment we would not ordinarily be con- 
cerned with the date of its taking effect 
but would seek to determine its meaning 
as to the particular circumstances at the 


particular time. The next question is 


whether this provision is confined to debts 
valid in its inception or, at least, valid in a 
technical sense when funding or refunding 
is proposed, The answer to the first part 


of this question is fairly simple—original 
But is it sufficient 
that a debt be enforceable? Through 
application of the doctrine of estoppel we 
may have bonds that are enforceable al- 
though not technically valid. Such a dis- 
tinction, however, appears tenuous for 
present purposes. To confine the term 
“valid” to a debt which was essentially 


valid, aside from considerations of remedy 


and enforcement, would be highly artificial. 


The second enumerated purpose to 
which the election requirement does not 
apply is borrowing in anticipation of the 
collection of taxes due and payable within 
the fiscal year to an amount not exceeding 
50% of such taxes. The term “taxes” lit- 
erally includes all forms of taxes levied by 
the particular unit. It is doubtful, how- 
ever, whether it would include taxes not 
levied by or upon behalf of the unit, as 
where the proceeds of a state tax are allo- 
cated to counties for county purposes. In 
such a case it would seem that the state 
would be the unit qualified to borrow 
against the tax, because it would be the 
unit actually levying the tax, regardless of 
the distribution of the proceeds. This sort 
of borrowing is confined to anticipating 
taxes “due and payable” in the then cur- 
rent fiscal year. What of uncollected taxes 
of previous years? They are clearly “pay- 
able”’ in the current fiscal year, but became 
“due” earlier. The provision has specific 
reference to a fiscal year and a certain 
percentage of taxes which conveys the 
idea that the only taxes concerned are 
taxes which became due in that fiscal year. 
Revenues other than taxes would not come 
within the language of this provision. 
Probably the most important question 
under this provision is whether the amount 


loan. 
should be answered in the affirmative if 
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which may be borrowed at any given time 
against taxes of the current year, when 
added to the amount of outstanding pre- 
vious loans against those taxes, is limited 
to 50% of the amount of the taxes remain- 


ing uncollected at the time of the proposed 
It would seem that this question 


the purpose of the 50% limitation was to 
provide an ample margin to insure payment 
of such loans from collections of the taxes 


anticipated. On the other hand, if the pur- 


pose was to enable a unit to finish out a 
years operations despite inadequate tax 
collections during the year, then it would 
seem permissible to borrow up to the full 
imount of the taxes remaining uncollected 
at the time of the proposed loan, so long 
as the total loans do not exceed 50% of 
the amount of the levy. 


The third enumerated purpose to which 
the election requirement does not apply is 
borrowing to supply a casual deficit. As 
a practical matter, a deficit may arise either 
because of increased expenditures or be- 
cause of deficient revenues, If by “casual” 
is meant unanticipated, unforeseen, or 
unexpected, then this provision would seem 
to cover a deficit caused by either unfore- 
seen expenditures or an unexpected failure 
of revenues. While existing general law 
does not appear to permit supplemental 
appropriations by counties or municipal 
corporations, there is nothing to prevent 
the legislature from abandoning this pol- 
icy, and were it to do so, the danger of 
deficit financing of current expenses by 
local units would be greatly increased. In 
the course of time the supreme court will 
probably be asked to decide whether an 
expenditure for other than essential gov- 
ernmental functions of a unit, or for capital 
outlay, may create a “casual deficit.” As 
to failures of current revenues to meet 
valid appropriations, it would seem that an 
anticipated failure of revenues could hardly 
be “casual.” A casual deficiency, however, 
might occur with respect to any legitimate 
sort of revenue relied upon to meet appro- 
priations and would not be confined to any 
particular sort of taxation, or even to taxes 
for that matter. Nor does it appear to be 
confined to deficiencies due to failure of 
revenues to come in; tax receipts might 
be unexpectedly lost due to failure of a 
properly selected depository bank, or the 
defalcations of a public officer or employee. 
The ensuing deficit under such circum- 
stances surely could not have been antici- 
pated when the revenue estimate of that 
year was made, unless it was known at 
that time that the depository of the unit 
was in failing circumstances or that there 
were untrustworthy people handling the 
funds of the unit. 


The fourth enumerated purpose to which 
the election requirement does not apply is 
borrowing to suppress riots or insurrec- 
tions, or to repel invasions. It is rather 
extraordinary that such a provision should 
be applied to local units. Suppressing 
riots is part of the normal local function 
of keeping the peace, but keeping down 
revolt or repelling invaders is hardly a 
local responsibility in the accepted sense. 

The 1936 amendment contains the gen- 
eral restriction that the contracting of 
public debt must first be approved at an 
election in the unit at which a majority of 
those voting on the proposition vote for 
the indebtedness. The exception permits 
the incurring of state debt during a bi- 
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ennium without a state election up to 
two-thirds of the amount by’ which the 
state’s outstanding indebtedness shall have 
been reduced during the next preceding 
biennuim and grants like permission, on a 
fiscal year basis to counties and municipal- 
ities. It seems reasonably clear that “out- 
standing” refers to the time as of which 
any given computation of debt is to be 
made and not to the time when the amend- 
ment took effect. There is no cumulation 
of non-electoral borrowing power built up 
by debt reduction. If the reduction of one 
biennium of fiscal year is not availed of in 
the next, it is lost, for it is only the reduc- 
tion of the “next preceding” biennium or 
fiscal year that counts. 


The restriction upon the incurring of 
new debts applies to any debt contracted 
by a unit. It is thus not confined to funded 
debt or borrowing evidenced by formal 
obligations but extends as well to simple 
contracts for things or services furnished 
on credit. It seems to apply, moreover, 
whether the amount which the unit may be 
called upon to pay under contract is fixed 
or determinable from the outset, so long 
as there is a legal commitment to pay 
something. 

By the great weight of authority, general 
liabilities incurred for current operations 
which are within current revenues, whether 
on hand or yet to be collected, are not 
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debts for present purposes. Even in the 
case of capital outlay, if the unit has cash 
on hand appropriated to that object and 
sufficient to cover all liabilities contracted, 
there is ample authority that no debt is 
incurred within the meaning of a consti- 
tutional debt restriction. In some jurisdic- 
tions the current expense rule has been 
extended to contracts covering the furnish- 
ing of services or supplies, needed for cur- 
rent operations, for a period of years. 
Efforts to evade debt limitations by resort 
to instalment payment, however, have met 
with scant success. 


The decisions of courts of other states 
on the question whether contingent liabili- 
ties are debts for purposes of constitutional 
debt limits are not in harmony. Probably 
the most satisfactory test that has been 
enunciated is whether the contingency is 
a matter subject to the control of the unit. 

The not inconsiderable learning which 
has accumulated on the question of whether 
revenue bonds are debts in the sense of 
constitutional debt limitations is focalized 
in the so-called special fund doctrine. The 
gist of this doctrine as applied to revenue 
bonds is that public obligations payable 
solely from a special fund derived from the 
revenues of the property or undertaking 
financed by such obligations are not debts 
within the meaning of a constitutional debt 
limitation. The weight of authority sup- 
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ports the “broad special fund doctrine,” 
the purport of which is that no dent is 
created so long as the special fund is 
derived from net non-tax revenues. In 
Brockenbrough v. Board of Water Commis- 
sioner, 134 N. C. 1, the Supreme Court of 
North Carolina adopted the broad special 
fund doctrine. Broadly speaking, liabilities 
not arising ex contractu are not within the 
terms of the restriction upon the creation 
of new debt. 


While the restriction upon new debt is 
confined to contractual debt, there is no 
such qualification as to outstanding debt 
to be gomputed in determining debt reduc- 
tion. It has been held in other jurisdictions 
that claims which are both unliquidated 
and disputed are not to be included in 
computing outstanding debt. Should cur- 
rent expense items and tax anticipation 
loans remaining unpaid at the end of the 
fiscal year be counted? There can be no 
denying that, strictly speaking, they would 
be outstanding debt at the end of that fiscal 
year and the beginning of the next. The 
real question is whether uncollected taxes 
for that fiscal year should be offset against 
debts of this sort since those taxes are 
pledged to their payment. There is some 
authority that uncollected taxes, even 
though delinquent, levied to meet debt 
principal, are a proper deduction from 
gross debt. 


Federal Tax Calendar 


October 15—— 

Annual report of profit on Navy contracts due 
for fiscal year ended July 31. Form 949, 
Corporation income and excess-profits tax re- 
turn due for fiscal year ended July 31. Form 

1120. 

Entire income-excess profits tax or first quar- 
terly payment thereof due on returns for 
fiscal year ended July 31 due to be filed by 
October 15. Forms 949, 1040, 1041, 1120, 
1120H and 1120L. 

Entire income tax or first quarterly payment 
thereof due on returns of nonresidents for 
fiscal year ended April 30. Forms 1040B 
and 1120NB. 


Entire income tax, or first and second quar- 
terly installments thereof, due under general 
extension, with interest at 6% from July 15 
on first installment. Forms 1040 and 1120. 

Fiduciary income tax return due for fiscal 
year ended July 31. Form 1041. 


Foreign partnership return for fiscal year 
ended July 31 due by general extension. 
Form 1065. 

Individual income tax return due for fiscal 
year ended July 31. Individual income tax 
return due by general extension for fiscal 
year ended April 30, in case of American 
citizens abroad. Form 1040. 

last quarterly income-excess profits tax pay- 
ment due for fiscal year ended October 31, 
1937. Forms 949, 1040, 1041, 1120, 1120H 
and 1120L. 

Last quarterly income tax payment due on 

returns of nonresidents for fiscal year ended 

July 31, 1937. Forms 1040B and 1120NB. 





October, 1938 


Life insurance company income tax return due 
for fiscal year ended July 31. Form 1120L. 


Monthly information return of stockholders | 


and directors of foreign personal holding 
companies due for September. Form 957. 


Monthly return by clearing houses due on 
sales of produce on exchange. 


Monthly return of transactions in futures due 
for September. 


Nonresident alien individual income tax re- 
turn due for fiscal year ended April 30. 
Form 1040B. 


Nonresident foreign corporation income tax 
return due for fiscal year ended April 30. 
Form 1120NB. 


Partnership return of income due for fiscal 
year ended July 31. Form 1065. 


Personal holding company returns due for 
fiscal year ended July 31. Form 1120H. 


Resident foreign corporations and domestic 
corporations with business and _ books 
abroad, or principal income from U. S. pos- 
sessions, returns due by general extension 
for fiscal year ended July 31. Form 1120. 


Second quarterly income-excess profits tax 
payment due for fiscal year ended April 30. 
Forms 949, 1040, 1041, 1120, 1120H and 
1120L. 


Second quarterly income tax payment due on 
returns of nonresidents for fiscal year ended 
January 31. Forms 1040B and 1120NB. 


Stockbrokers’ monthly return of stamp ac- 
count due for September. Form 838. 


Third quarterly income-excess profits tax pay- 
ment due for fiscal year ended January 31. 
Forms .949, 1040, 1041, 1120, 1120H and 
1120L. 


Third quarterly income tax payment due on 
returns of nonresidents for fiscal years 
ended October 31. Forms 1040 and 1120NB. 


October 20——— 
Monthly information return of ownership cer- 


tificates and tax at source on bonds due for 
September. Form 1012. 


October 31—— 


Admissions, dues and safe deposit box rentals 
—returns and full tax- payment due for 
September. Form 729, 

Annual information return of stockholders of 
foreign personal holding companies due if 
company has a fiscal year ended August 31. 
Form 957. 

Annual Supplement P net income information 
return of foreign personal holding companies 
due if company has a fiscal year ended Au- 
gust 31. Form 958. 

Excise tax on electrical energy; telegraph and 
telephone facilities; and transportation of 
oil of pipe lines—returns and full tax pay- 
ment due for September. Form 727. 

Manufacturer’s excise tax; lubricating oils; 
fancy wooden matches; and gasoline—re- 
turns and full tax payment due for Sep- 
tember. Form 726. 

Manufacturer's excise taxes on sales—returns 
and full tax payment due for September. 
Form 728. 


Processing tax on oils—returns and full tax 
payment due for September. Form 932. 

Tax on manufactured sugar—returns and full 
tax payment due for September. Form 1 
(Sugar). 
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ALABAMA October 20-— 

| Beer and wine tax due. 

Manufacturers’ and importers’ alcoholic bev- 
erage report due. 

Motor carriers’ gross receipts tax due. | 





Uctober 1—- 
Automobile dealers’ reports due. 
One-fourth of property tax due. 
Poll tax due. | 
Public utilities report and license fee due. | 
| 




















Toll bridge and ferry companies’ reports and | COLORADO | 


























license taxes due. oO 
October 10—— | etober 10— TT” ' . 
Automobile dealers’ reports due. | _ Motor carriers’ report and tax due. 
Reports due from wholesalers, distributors | — 15 eT Eee td 
and retailers of alcoholic beverages. | — es Soe _ 











Coal tonnage tax report and payment due. 

Sales tax reports and payments due. 

Service tax reports and payments due. 

Third installment of income tax due. 

Use tax reports and payments due. 
October 25—— 

Gasoline tax report and payment due. 


October 15 

Carriers’, warehouses’ and transporters’ gaso- 
line tax report due. 

Carriers’, warehouses’ and transporters’ lubri- 
cating oils tax reports due. 

Installment of motor carriers’ tax under Act 
of 1931 due. 

Motor carriers’ tax under 1932 Act due. 

Telegraph companies’ reports and license taxes 



















































































i CONNECTICUT 
due. 
Cortes “—. tax due 
Automobile dealers’ reports due. ee ; 
Coal and iron ore mining tax report and pay- October | 1s-—— 
ment due. Gasoline tax report due. 














Gasoline tax report and payment due. 
Lubricating oils tax report and payment duc. 
Sales tax reports and payments due. 


October 20—— 
Alcoholic beverage tax report due. 


























DELAWARE 





ARIZONA 








October 1 
Bank share tax due. 
Installment of railroad tax due. 
Kent and Sussex county property tax due. 
October 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic bev- 
} erage report due. 








October 15 
Gasoline tax reports and payments due. 
Gross income tax reports and payments due. 
Motor carriers’ reports and taxes due. 






































ARKANSAS 











October 1 


























Bank share tax installment due. | October 31 : 7 
Last day to pay final installment of property Distributors’ gasoline tax report and payment 
tax. : : due. 
October 10 











Alcoholic beverages report due. 








DISTRICT OF COLUMBIA | 





































































































Natural resources severance tax report and 
fetta " : | October 10— 
payment due. 2 factur , — l —? 
Statement of purchases of natural resources | Licensed eee + ve ee SS 
due | tailers’ of alcoholic beverages report due. 
October 15 Licensed manufacturers’, wholesalers’ of beer 
Sales tax reports and payment due. report due. 
October 20—— | October 15 
Gasoline tax report and payment due. Beer tax due. 
October 31- 
CALIFORNIA First installment of business privilege tax 
due. 
en ® P : Gasoline tax report and payment due. 
yasoline tax due. 
October 15—— 





FLORIDA 





Gasoline tax report due. 

Motor carriers of property for hire report and 
gross receipts tax due. 

Sales tax report and payment due. 

Use fuel tax report and tax due. 

Use tax report and payment due. 

Wine manufacturers’ report due. 








October 1 
Express companies’ report and tax due. | 
Insurance companies’ premium tax report due. 

License taxes due, unless otherwise provided | 
by law. 

Public utility license taxes due. 
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| October 15 


1938 OCTOBER 1938 


SUN. MON. TUE. WED THU. FRI. SAT. 


“an «nv» €@) &€2B &€D &D 1 
234567 8 
9 1011 12 13 1415 
16 17 18 19 20 21 22 
", “;, 25 26 27 28 29 





| October 10—— 


Manufacturers’ and dealers’ alcoholic 
ages reports due. 
October 15—— 
Chain store gross 
payment due. 
Gasoline tax report and payment due. 
Transporters’ and carriers’ alcoholic bever- 
ages report due. 


bever- 


receipts tax reports and 


GEORGIA 
October 10—— 
Tobacco wholesale dealers’ report due. 





Malt beverage tax report and payment due. 
October 20 
Gasoline tax report and payment due. 





IDAHO 
October 10—— 
Beer dealers’ report due. 
October 15 





Electric power companies’ report and tax due. 

Gasoline tax report and payment due. 

Quarterly installment of motor carriers’ gross 
receipts tax due. 


ILLINOIS 
October 1 
Semi-annual installment of real property tax 
due in Cook county. 
October 10—— 
Motor carriers’ mileage tax due. 
October 15—— 
Last day to file alcoholic beverage report. 
Public utilities report and tax due. 
Sales tax report and payment due. 
Warehousemen’s report on alcoholic beverages 
due. 
October 20—— 
Gasoline tax report and payment due. 
October 30—— 
Transporters’ gasoline tax report due, 





INDIANA 


October 15—— 
Bank share tax report due. 
Banks and trust companies’ 
report due. 
Carriers’ gasoline tax report due. 
Gross income tax reports and payment due. 
October 20—— 
Bank share tax due. 
Banks’ and trust companies’ intangibles tax 
due. 
Building and loan associations’ intangibles tax 
report and payment due. 


intangibles tax 


October 25—— 


Gasoline tax report and payment due, 


IOWA 

October 1 
Second installment of income tax due. 

Second installment of property tax delinquent 








ever 


and 


ever- 


ue, 


- due. 


gross 


rages 


»S tax 


due. 


pes tux 


les tax 


quent 
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October 10—— 


Carriers’ gasoline tax report due. 
Class ‘‘A’’ permittecs’ beer tar report and } 
payment due. 
Motor carriers’ ton mile tax report due. | 
October 15—— 
Motor carriers’ ton mile tax due. 
October 20—— 
Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax reports and payment due. | 


KANSAS 
Qctober 10 
Malt beverage report and tax due. 
October 15 
Carriers’ 
due. 
Compensating tax report and payment due. 
Motor carriers’ gross ton mileage tax report 
and payment due. 
Second installment of the income tax due. 
October 20-—— 
Sales tax report and payment due. 


October 25—— 
Gasoline tax report and payment due. 











gasoline tax report and payment 








KENTUCKY 
October. 
Passenger carriers’ mileage tax due during 
month. 
October 1 | 
Stored distilled spirits tax due. 
October 10 





Alcoholic beverage blenders’ and 
tax payment due. 
Alcoholic beverage reports due. 
Refiners’ and importers’ gasoline tax report 
and payment due. 
October 15—— : 
Motor vehicle fuel (other than gasoline) re- 
ports and payments due. 
Public utilities gross receipts tax reports and 
payment due. 
October 20—— 
Oil production tax report and payment due. 
October 31—— 
Banks’, trust companies’ and real estate title 
insurance companies’ reports due. 
Dealers’ and transporters’ gasoline tax report 
and payment due. 
Property tax returns due. 


rectifiers’ 





LOUISIANA 





October 1 
Franchise tax reports and payment due. 
Wholesalers’ and retailers’ tobacco report due. 

October 10 





| October 1 


October 1 


| October 5 
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MAINE 





Gasoline tax due. 


, October 10—— 


Manufacturers and wholesalers of malt bever- 
ages report due. 


, October 15—— 


Gasoline tax report due. 


MARYLAND 





Income tax on foreign fiduciaries return due. 
State tax on property locally assessed due. 


October 10-—— 


Additional tax on whiskey due. 
Admissions tax payment due. 


October 31—— 


Beer tax report and payment due. 
Cosmetics tax due. 
Gasoline tax report and payment due. 


MASSACHUSETTS 


October 1 
Second installment of personal income tax due. 
Second installment of property taxes due. 

October 10—— 

Alcoholic beverages tax report and payment 
due. 

October 20 
Second installment of excise (income) tax due. 

October 31 
Gasoline tax report and payment due. 

















MICHIGAN 
October 1 
Gas and oil severance tax report and pay- 
ment due. 
October 5 
Carriers’ gasoline tax report due. 
October 15—— 


Sales tax reports and payment due. 
Use tax reports and payments due. 





October 20 
Distributors’ gasoline tax report and payment 
due. 
MINNESOTA 
October 10—— 


Wholesalers’, brewers’ and manufacturers’ al- 
coholic beverage reports due. 
October 15—— 
Interstate motor carriers’ mileage tax due. 
October 20—— 
Carriers’ intoxicating liquor report due. 


MISSISSIPPI 





Factories’ reports due. 
October 10 





Importers’ gasoline tax reports and payment | Admissions tax reports and payment due. 


due. 

Importers’ kerosene tax reports and payment 
due. 

Importers’ lubricating oils report due. 

Light wines and beer importers’ report due. 

October 15 

Carriers’ and wholesalers’ lubricating oils re- 
port due. 

Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ light wines and beer report due. 

Dealers’ gasoline tax reports and payment 
due. 

Intoxicating liquor manufacturers’ and deal- 
ers’ report due. 

Wholesalers’ and retailers’ tobacco report due. 

October 20 

Dealers’ kerosene tax report and payment due. 

Light wine and beer manufacturers’ and deal- 
ers’ tax report due. 

Lubricating oils tax due; dealers’ report due. 

Sales tax report and payment due. 


October 30-—— 








Motor carriers’ gross receipts report and tax 
due. 
Natural resources severance tax report and 


Dayment due. 
Petroleum products report and tax due. 
Public utility pipe line report and natural gas 
sales tax and reports due. 








Motor carriers’ mileage tax reports and pay- 


ments due. 
October 15—— 
Gasoline tax reports and payment due. 


tobacco report due. 
wines and beer report due. 


Sales tax reports and payment due. 
Use tax reports and payment due. 





October 31—— 
Motor vehicle registration and fees due. 


MISSOURI 
October 5—— 


Non-intoxicating beer permittees’ report due. 


October 15—— 
Gasoline tax reports and payment due. 
Retail sales tax reports and payment due. 





MONTANA 
October 1 
Moving picture theatre licenses issued and tax 
due. 
October 15—— 


Brewers’ and liquor wholesalers’ tax report 


and payment due. 
Electric companies’ report and tax due. 


Manufacturers, distributors and wholesalers of 


Retailers, wholesalers and distributors of light 





533 


Gasoline tax reports and payment due. 

Second installment of personal income tax due. 
October 30—— 

Oil producers’ license tax reports and tax due 

Telegraph and natural gas companies’ tax anu 





report due. 
NEBRASKA 
October 1 
Last day to file express companies’ report. 
October 15—— 


Alcoholic beverage manufacturers’ and wholc- 
sale distributors’ report due. 

Gasoline tax report and payment due. 

Imitation butter report and tax due. 


NEVADA 


October—10 days after First Monday 
Toll roads and bridges quarterly tax and re- 








ports due. 
October 15: 
Carriers’ gasoline tax report due, 
October 25—— 
Dealers’ gasoline tax reports and payment 
due. 
NEW HAMPSHIRE 
October 1—— 
Bank share tax (other than national bank) 
due. 
Domestic insurance companies’ premiums tax 
due. 


Gasoline tax due. 
Personal income tax due. 
October 10—— 

Manufacturers’, wholesalers’ and permittees’ 
alcoholic beverages report due; permittees’ 
payment due. 

October 15—— 
Gasoline tax reports due. 
Public utilities’ property tax due. 


NEW JERSEY 
October 10—— 
Busses in municipalities gross receipts report 
and tax due. 
Report and excise tax 
due. 
October 15—— 
Alcoholic beverage reports due. 
October 30—— 
Carriers’ gasoline tax report due, 


on interstate busses 





October 31 
Distributors gasoline reports and payment 
due. 
NEW MEXICO 
October 15—— 
Income tax report due. 
Occupational gross receipts tax reports and 


payment due. 
Oil and gas severance gross production report 


due. 
Severance tax and report due. 
October 20—— 
Motor carriers’ report and tax due. 
October 25—— 


Gasoline tax report and payment due. 
October 30—— 
Oil and gas production tax net value report 
due. 


NEW YORK 


October 1 
New York City semi-annual 
property tax due. 
October 15—— 
Third installment of personal income tax re- 
turn due. 
October 20—— 
Alcoholic beverage taxes and reports due. 
New York City personal property tax returns 
and payment due. 
New York City retail sales returns and pay- 
ments and payment due. 





installment of 
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October 25—— 
Conduit companies’ taxes and reports due. 
New York City public utility excise tax 
turns and payments due. 
October 31—— 


Gasoline tax reports and payment due. 


NORTH CAROLINA 


October—First Monday 
Property tax due. 
October 1 

Railroad corporations’ tax due. 
October 10 
Alcoholic 
due. 
Carriers’ 
October 15 
Sales tax report and payment due. 
Spirituous liquor tax due. 
October 20 











beverage tax and railroad report 


gasoline tax reports due. 











Distributors’ gacoline tax reports and pay- 

ment due. 
October 30—— 

Electric light, power, street railway. gas. 
water, sewerage and telephone report and 
tax due. 

NORTH DAKOTA 
October 1 

Railroads’, equipment and mercantile compa- 

nies’ public utility reports due. 


October 15 
Gasoline tax reports and payment 
Interstate motor carriers tax due. 





due. 


Semi-annual Installment of real property tax | 


due. 
October 20 
Sales tax report and payment duce. 





OHIO 
October 10 
Admissions tax report and payment due. 
Class ‘‘A’’ and ‘'B’’ permittees’ alcoholic bev- 
erage reports due. 
October 15—— 
Use tax reports and payment due. 
October 20—— 
Dealers’ gasoline tax reports due. 








October 30 
Carriers’ gasoline tax report due. 
October 31 





Gasoline tax due. 


OKLAHOMA 
October 1—— 


Freight car companies’ gross earnings tax re- | 


turn due. 
Oil, gas and mineral gross production reports 
and payment due. 
October 5 
Operators’ 
due. 
October 10 
Airports’ gross receipts report and tax due. 





report of mines other than coal 





Alcoholic beverage reports and payments due. | 
! 


October 15 
Gasoline tax reports and payment due. 
Motor carriers’ mileage tax due. 

Sales tax reports and payment due. 
Use tax reports and payment due. 

October 20 
Coal mine operators’ report due. 

October 30—— 

Cotton manufacturers’ 
Information report 
due. 








and 
and 


report 
on oil 


tax due. 
natural 


Oil, gas and mineral gross production informa- 


tion reports due. 


OREGON 
October 1 





Second installment of excise (income) tax due. 
Second installment of intangibles income tax | 


due, 


| October 31 


| October 31 
Corporations employing five or more persons 


| October 20 


THE TAX MAGAZINE 


Second 
due. 


installment of personal income 


re- | October 10-—— 
Oil production tax reports and payment duc. 


October 20—— 
Alcoholic beverage tax 
due. 
Gasoline tax reports and payment due. 
Motor carriers’ report and tax due. 


PENNSYLVANIA 
October 10—— 


Importers of spirituous and vinous liquors re- 


port due. 
Malt beverage reports due. 


| October 15—— 
Manufacturers’ alcoholic beverage tax report 


and payment due. 





Gasoline tax reports and payment due. 


RHODE ISLAND 


October 10—— 
Gasoline tax due. 


October 15 
Gasoline tax reports due. 








report due. 


SOUTH CAROLINA 





October 10 
Admissions tax reports and payment due. 


payment. 





Gasoline tax report and payment due, 
October 31 
Motor vehicle registration and fees duc. 





SOUTH DAKOTA 
October 1 
Motor carriers of passengers tax due. 





due. 
| October 15—— 

Alcoholic beverage sales report due. 

Gasoline tax report due. 

Sales tax reports and payment due, 
October 30 
| Mineral products 
| payment due. 





severance tax 


TENNESSEE 
| October 








gas 


October—First Monday 
Bank share tax payable. 
Property tax due. 

| October 10 

| Alcoholic beverage barrel tax due. 

Bus mileage report and tax due. 

Carriers’ gasoline tax report due. 

| Last day to file alcoholic beverages report. 

| October 20—— 








Distributors’ gasoline tax report and payment 


due. 


ment due. 


TEXAS 





| October 1 

Ores, marble and cinnabar ore 
payment due. 

| Quarterly public utility report and tax due. 


Sulphur production tax report and payment 


due. 
| October 15—— 


| garine dealers. 





report and payment 


Manufacturers’ alcoholic beverage report due. 


Last day to file power tax return and make 


report and 


Cottonseed oil mills’ report due during month. 


Freight carriers’ mileage tax report and pay- 


| 
tax reports and | October 10—— 


Tax remittance and report due from oleomar- | 


September, 1938 





tax | October 20—— 


Gasoline tax report and payment due. 

| October 25—— 

Admissions tax report and payment due. 

Carbon black production tax report and pay- 
ment due. 

Natural gas production tax report and pay- 
ment due. 

Oil production tax reports and payments due. 

Theatres’ prizes and awards tax reports and 
payment due. 


UTAH 





October 10—— 
Carriers’ gasoline tax report due. 
Liquor licensees’ reports due. 
October 15—— 
Distributors’ and retailers’ gasoline tax report 
and payment due. 


VERMONT 


October 10—— 
Alcoholic beverage tax reports and 
due. 
October 15—— 
Electric light and power companics'’ 
and tax due. 
Express and telegraph companies tax due. 
Railroads’ property tax report due. 

Third installment of corporation income tax 
due. 
October 20 
Report of deposits in national banks due. 

October 31—— 
Gasoline tax reports and payment due. 


payment 


report 





VIRGINIA 

October 1—— 

Public utilities tax due. 
October 10—— 

Beer dealers’, bottlers’ and manufacturers’ re- 

ports due. 

October 20—— 

Gasoline tax reports and payment due. 


Quarterly installment of motor carriers’ tax 


WASHINGTON 
October 15—— 


Gasoline tax reports and payment due. 
Motor freight carriers’ tax due. 


WEST VIRGINIA 
October 10—— 
Alcoholic beverage tax report and payment 
due. 
October 15—— 
Sales tax reports and payments due. 
October 30 
Gasoline tax reports and payment due. 
Gross income tax quarterly report and pay- 
ment due. 
Occupational gross income tax quarterly re- 
port and payment due. 





WISCONSIN 





October 1 
Motor carriers’ tax due. 
October 10—— 
Alcoholic beverages tax report due. 
October 20—— 
Gasoline tax reports and payment due. 


WYOMING 


Carriers 


October 15. 
Gasoline tax reports and payments due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 

October 20—— 

| Motor carriers’ tax and reports due. 


gasoline tax reports due. 



































port 


lent 


port 


nent 





INDIANA 


: : : NDER the above heading, report will 
Pivet Spewet Srerien U be made of the introduction of, and 
action taken on state tax legislation of 
importance to business interests. This 
section will be confined to pending bills 
in state legislatures, and the final report 
will be that of enactment, when the bill is 
listed under the caption “approvals.” This 
feature is made possible through the facili- 
ties of the Commerce Clearing House 
Legislative Reporting Department, which 
furnishes a twenty-four hour reporting 
service on all subjects for all states. 
Copies of the text of any bill reported may 
be obtained for a service charge of one 
dollar per bill. 


The First Special Session of the Indiana 
legislature adjourned on July 30. No tax 
legislation was enacted. 


MASSACHUSETTS 


The following additional bills have been 
approved: 


Approvals 


Gasoline Tax.—H. B. No. 2071 provides 
that the time for filing returns and payment 
of gasoline tax is changed to the last day 
Po the month following the sale. Chapter 
431. 

Income Taxes.—S. B. No. 536 provides 
for the taxation of dividends, except certain 
stock dividends during 1939 and _ 1940. 
Chapter 489. 

Motor Vehicle Excise Tax.—S. B. No. 
532 further amends the imposition of excise 
taxes, in lieu of local taxes on certain 
registered motor vehicles and_ trailers. 








1938 Sessions of State Legislatures 


Listed below are the legislative sessions meet- 
ing in 1938, including special sessions continu- 
ing from 1937. As additional special sessions are 
called from time to time, they will be included 
in the list. 


Chapter 480. Jurisdiction Convened Adjourned 
H. B. No. 2135 provides for the suspen- | Arkansas (1st Sp.)..... Mar. 10 Mar. 26 
sion of motor vehicle registration for fail- | California (ist Sp.).... Mar. 7 .., Mar. 12 
ure to pay motor vehicle excise tax. | Georgia (Ist Sp.)..... Nov. 22, '37 Feb. 12 
Chapter 492 Illinois (ist Sp.)...... May 20 July 1 
SS : c _ | Mllinois (2d Sp.)....... June 23 July 1 
Motor Vehicle Registration.—H. B. No. | Indiana (ist Sp.)...... July 19 July 30 
1720 relates to the fee for registration of | Kansas (1st Sp.)....... Feb. 7 Mar. 4 
semi-trailers. Chapter 430. Kentucky ............. Jan. 4 Mar. 1 
H. B. No. 2135 provides for the suspen- | Kentucky (ist Sp.).... Mar. 2 Apr. 9 
. nek : : ° Kentucky (2d Sp.) .... May 23 May 28 
sion of motor vehicle registration for fail-  euliio, Ma 
; mee ee ee 6 Serve 5: Sr y 9 July 7 
ure to pay motor vehicle excise tax. Chapter | Massachusetts ........ — 0 ok. 
492. ; Michigan (2d Sp.)..... See 
S. B. No. 533 regulates motor carriers | Mississippi ............ Jan. 4 Apr. 13 
of property for hire. Chapter 483. ao (ist Sp.)... — A Aug. 20 
: ew Jersey ........... a eee 
Property Taxes.—S. B. No. 510 relates to | New Mexico (ist Sp.). Aug. 22 acta 
the abatement of certain taxes. Chapter |New York ...... Jan. S$ Mar. 18 
478. North Carolina (24 Sp.) Aug. 8 Aug. 13 
H. B. No. 2084 relates to the establish- | Ohio (2d Sp.) ......... Nov. 29, °37 Feb. 28 
ment of liens for water rates and charges — —_ Sp. fae: poe = July 8 
anc > sale a aking ¢ _| Pennsylvania (1st Sp. ae ceo 
reli = und taking of land therefor A — "s a 
. South Carolina ....... Jan. 11 May 7 
ere Jan, 12 Mar. 22 
MICHIGAN Ss 
. : Canada 
Second Special Session Ee eee ret Feb. 10 Apr. 8 
The Michigan Legislature convened in|Dominion Parliament.. Jan. 27 July 1 
special session on August 29 for the pur- Manitoba (Sp.) ....... Dec. 9,°37 Mar. 23 
pose of enacting laws relative to appropria- | New Brunswick ....... Feb. 24 Apr. 14 
tions for general relief, amendment of the —— aah seat - i . 
housing laws and extension and modifica- | prince Edward Island. Mar. 28 Apr. 22 
tion of the existing mortgage foreclosure | Quebec .... . Jan. 26 Apr. 12 
moratorium, Saskatchewan Soca cs, ee Mar. 23 


MISSISSIPPI 


First Special Session 


The Mississippi Legislature adjourned 
on August 20. The following bills were 
enacted: 


Approvals 


Ad Valorem Taxes.—H. B. No. 216 
amends Sec. 3227, Code of 1930, so as to 
provide a definite method for levying coun- 
ty, road district and school district ad va- 
lorem taxes; and to provide uniform tax 
receipts throughout the State. 


Alcoholic Beverages—H. B. No. 151 
amends Secs. 6 and 11, Chap. 127, Laws of 
1934, to change the excise tax rate; to 
allow compensation to distributors for 
affixing stamps; and to prohibit the trans- 
portation of light wines and beer into the 
State except by common carrier. 


Chain Store Licenses.—H. B. No. 100 
levies an annual license tax on all persons, 
firms, partnerships, corporations or asso- 
ciations of persons engaged in the business 
of operating two or more stores or mer- 
cantile establishments, one or more of 
which is located in this state, where goods, 
wares, merchandise, or commodities of 
every description whatsoever are sold or 
offered for sale at retail under the same 
general management, supervision, owner- 
ship or control, commonly known as 
branch or chain stores; and provides pen- 
alties for violation and makes appropria- 
tion and distribution of said funds. 


Cigarette Tax.—H. B. No. 152 amends 
Secs. 6 and 12, Chap. 125, Laws of 1934, 
as amended, to change the excise tax rate 
on cigars, stogies and cigarettes. 


Cooperative Associations.—H. B. No. 122 
amends Chap. 248, Laws of the Regular 
Session of 1938, providing for the exemp- 
tion from all taxation of physical property of 
corporative associations, used or useful in 
the distribution of electricity furnished by 
any cooperative association at cost, and for 
other purposes. 


Gas and Oil Wells.—S. B. No. 104 pre- 
vents waste by authorizing the State Oil 
and Gas Board to extinguish or bring un- 
der control gas and oil wells when on fire 
or running wild, or apt so to do, to declare 
their rights in that regard, imposes a tax 
therefor, and provides means for its col- 
lection. 
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Homestead Tax Exemption.—H. |}. No. 
2 exempts homesteads from all ad valorem 
taxes levied to provide funds for current 
expenses. 

H. B. No. 3 provides a method for home 
owners to obtain an exemption from 
ad valorem taxes. 

H. B. No. 4 provides for the reimburse- 
ment of political subdivisions for revenues 
lost due to the exemption of homesteads 
from taxation, 


Ice Cream Freezers.—H. |}. No. 217 
places an annual privilege license on coun- 
ter ice cream freezers operated by soda 
fountains for the purpose of selling ice 
cream at retail to customers. 


Sales Tax—Exemption.—S. B. No. 36 
amends and clarifies Chap. 320, Acts of 
1932 to exempt fertilizer and other materials 


from the sales tax on intrastate transporta- 
tion of freight. 


Sales Tax—Wholesalers.—H. B. No. 4 
provides for the appointment of a commit 
tee of three members of the House to in 
vestigate and determine the practicability 
of levying and collecting a sales tax from 
wholesalers. 

Tax Exemptions.—S. B. No. 77 amends 
Sec. 3109, Code of 1930, as last amended, 
to include roofing, steel drums, metal 
fabrication, chemical wood working, textile 
shuttle and sheet metal plants, plants for 
storage, warehousing and compressing of 
cotton and other agricultural products and 
factories in the exemption from taxation 
as provided in said law. 

Tax Sales.—H. B. No. 224 
3249, Code of 1930, as amended by Sec. 28 
Chap. 188, Laws of 1934, and Sec. 28, Chap 
188, Laws of 1934, so as to more clearly define 
what constitutes one tract of land for thi 
purpose of sale for taxes. 


amends Sec 


Law without Approval 


Life Insurance Agents.—H. B. No. 103 
amends Sec. 111, Chap. 20, Laws of the 
Extraordinary Session of 1935 with refer- 


ence to a privilege tax on life insurance 
agents. 
School Taxes.—H. B. No. 88 amends 


Sec. 6729, Code of 1930, relative to 
lection and disbursement of county 
taxes. 

Tax Exemption.—H. 
Sec. 3109, Code of 
to include plants for the storage, ware- 
housing and compressing of cotton and 
other agricultural products in the exemp- 
tion from taxation provided for in said 
law. 


col- 
school 


No. 


" 169 amends 
1930, as 


amended, 






recessed and will reconvene on October 17. 





Carolina Legislature convened on 
8 and adjourned on 
lowing bill was ratified: 


vania Legislature convened on July 25. 


THE TAX MAGAZINE 


NEW JERSEY 
On June 17 the New Jersey Legislature 


NEW MEXICO 
First Special Session 


The Legislature of New Mexico convened 


in special session on August 22 for the 
purpose of enacting a direct primary law 
and amending the state election laws. 


NORTH CAROLINA 
Second Special Session 


The Second Special Session of the North 
August 


August 13. The fol- 


Approval 


Airports.—S. B. No. 5 validates bonds 
‘o be issued by Pasquotank County for the 


acquisition of land for an airport or landing 


field and provides for the issuance and 
payment of said bonds. 
PENNSYLVANIA 


First Special Session 


The First Special Session of the Pennsyl- 
The 


following bills have been introduced: 


Introductions 


Assessments.—H. B. No. 22 confirms and 
validates past levies or assessments by school 
districts of the first class and liens filed 
thereon. 


Delinquent Taxes.—H. B. No. 6 provides 
for the abatement of all delinquent taxes 
on real estate for 1937 and prior years, if 
taxes are paid prior to April 1, 1939. 

H. B. No. 9 provides for a five-year in- 
stallment plan of payment of delinquent 
taxes on realty for years 1934, 1935, 1936, 
and 1937 and abatement of all penalties, 
if paid under the provisions of the act; 
and provides for notice to owner and ad- 
journment of sales. 

H. B. Nos. 20 and 25 provide for the 
abatement of tax penalties on delinquent 
taxes of 1934, 1935, 1936 and 1937, provided 
payments are made in five annual install- 
ments. 

H. B. No. 33 abates penalties on delin- 
quent tax in all municipalities except city 
and school tax of Philadelphia, if delin- 







delinquent land taxes, penalties, 
costs before. tax sale. 
ment Committee. 


fuel oil tax of 3¢ a : 
tributors; and provides for licenses of dis- 
tributors and methods for collection of the 
tax. 


Art. 
the levying of income and excise taxes for 
graduated rates of taxation. 
tional Changes Committee. 
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S. B. Nos. 15 and 19 provide for the 


abatement of delinquent taxes of 1934, 1935, 
1936, and 1937, on realty, if paid in install- 
ments for five years and affords same privi- 
leges to purchasers of realty 
sales. 


at sheriff's 
To State Government Committee. 


S. B. No. 20 provides for the abatement 


of penalties on delinquent school tax in 
cities and school districts of the first class, 
if tax is paid in four annual installments, 
To State Government Committee. 


S. B. No. 30 authorizes compromise of 
interest and 


To State Govern- 


Fuel Oil Tax.—H. 


B. No. 53 imposes a 
gallon to be paid by dis- 


Income Tax.—S. B. No. 4 amends Sec. 1, 


9 of the Constitution, to provide for 


To Constitu- 


Municipal Indebtedness —S. |}. No. 44 
proposes an amendment to Art. 9, Sec. 8 of 
the Constitution, fixing indebtedness of any 
city, borough, township, school district or 
municipality to 7% of assessed valuation of 
taxable realty, except Philadelphia where 
indebtedness shall be not more than 12%% 
of average assessed valuation for nine years 
preceding; indebtedness of counties, except 
Philadelphia, shall be not more than 10%. 
To Constitutional Changes Committee. 


School Taxes.—S. B. No. 39 amends Sec. 
524 of Public School Code of 1911, P. L. 
309, as amended, to limit levy of school 
taxes and provides a method for computa- 
tion of minimum salary in Philadelphia. 
To Education Committee. 


Tax Exemption.—S. B. No. 12 amends 
Art. 9 of the Constitution to permit the 
General Assembly to exempt from taxa- 


tion a uniform value in money of the total 
taxable value of each person’s real prop- 
erty in one municipality. To Constitu- 
tional Changes Committee. 


Tax Sales.—S. B. No. 14 provides for 
the adjournment and readjournment of 
sales of realty for non-payment of taxcs 
in counties of the third class during 1937, 
1938, and 1939. To State Government Com- 
mittee. 

S. Serial No. 106 authorizes adjournment 
of tax sales scheduled prior to September 



































































Tax Loads 


Americans paid more per capita in direct and hidden 
taxes than citizens of any other nation except England 
and New Zealand in 1935, the latest year for which 
comparable figures are available, according to Tax 
Systems of the World. 


America’s Tax Burden 


Total taxes paid in America this year will equal 
$97.10 for each man, woman and child in the country, 
according to Dudley A. White, representative from 
Ohio. Estimates indicate $62.14 of that total will 
be in the form of hidden taxes. 


quent taxes are paid in five installments. 





30, 1938. 


Uncle Sam in World Trade 


I-xports and imports of the United States accounted 
for approximately $13 out of every $100 in world 
trade last year, according to Department of Com- 
merce statistics. Total world trade amounted to 


$25,750,000,000. 


Hidden Taxes on Toothpaste 


A tube of toothpaste on the average costs five 
cents more than its true value because of hidden 
taxes passed along to the consumer, it was revealed 
in a study made recently by the League of Women 
Buyers and Taxpayers of the Nation. 
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WASHINGTON 


Translations of Foreign Tax Laws 


UNDER Secretary of the Treasury Roswell Magill 
recently announced that the Treasury Department 
has for some time been making translations of cer- 
tain foreign tax laws. These translations are needed 
in the administration of our own tax laws. 

Mr. Magill stated, “that literal translations of 
some of the foreign tax laws had been available pre- 
viously, but that they were generally out-of-date and 
frequently misleading. The need,” he explained, “was 
for translations by experts who were familiar with 
technical tax terms as used in the United States, as 
well as abroad; and who could hence prepare a really 
accurate translation.” 


Translations, as rapidly as completed are being 
made available for use in tax studies being made by 
the Joint Committee on Internal Revenue Taxation, 
by whom they are being issued in printed form. As 
this is written the following translations are avail- 
able: “Inheritance and Gift Tax Laws of Sweden,” 
and “German Income Tax Laws.” Translations of 
Dutch and French income tax laws are in prepara- 
tion, and revenue measures of other foreign countries 
will be edited for publication as soon as acceptable 
translations become available. 


Refund of Taxes Paid under the Cotton, 
Tobacco and Potato Acts 


The Bureau of Internal Revenue has recently issued, 
as T. D. 4850,’ regulations regarding the refunding 
of taxes paid under the Bankhead Cotton Act of 1934, 
the Kerr Tobacco Act, and the Potato Act of 1935. 
The refunds are authorized and provided for by the 
Second Deficiency Appropriation Act, fiscal year 
1938, and are oc casioned by decisions of the Supreme 
Court nullifying the Acts in question. 


The regulations state that a refund will be allowed 
only to the extent that the tax, penalty, or interest 
was paid in money. “Satisfaction of tax Hability 
by the surrender or use of tax exemption certificates, 
tax payment warrants or tax exemption stamps is 
not considered payment of tax in money.” 





* 383 CCH {| 6467, 





Claims, which should be filed with the Collector 
in whose district the tax was paid, should be filed on 
the following forms: Bankhead Cotton Act, G. T. 
Form 111; Kerr Tobacco Act, T. A. Form 116; 
Potato Act, Form 843. “Where the tax was paid 
by means of stamps, the collection district in which 
the tax was paid shall be the district in which the 
sale of the tobacco or potatoes took place and in 
which a report of the sale was filed with the col- 
lector of internal revenue. 

“The claimant shall file with the collector of in- 
ternal revenue, for the district in which his claim 
of refund is filed, a certificate as to attorney’s or agent’s 
fees on Form 971. This certificate shall be made in 
accordance with the instructions on the reverse side 
thereof.” 7. D. 4850 reproduces the text of Form 971. 

The claim must be filed subsequent to June 25, 
1938, and prior to July 1, 1939. “A person who has 
filed, on or before June 25, 1938, a claim for refund 
of any such tax, penalty, or interest, must never- 
theless, to secure refund, file a new claim on the 
prescribed form subsequent to June 25, 1938, and 
prior to July 1, 1939.” 

No interest is allowable as to any refund of tax, 
penalty, or interest connected with the instant taxes. 

Refund of a tax paid under the Bankhead Cotton 
Act “will be allowed to the ginner of the cotton 
who paid the tax to the Collector of Internal Rev- 
enue, but only to the extent that such a ginner has 
not shifted the burden of the tax by including it in 
any charge or fee for ginning, by collecting it from 
the owner or owners of the cotton ginned, or in any 
manner whatsoever. If the amount of tax, penalty, 
or interest was shifted by the ginner of the cotton 
to the owner or owners of the cotton at the time of 
ginning, then to the extent such tax, penalty, or 
interest was shifted to such owner or owners, and 
was not shifted by them to other persons, refund 
will be allowed to such owner or owners. In such 
case the tax will be considered to have been paid by 
the ginner to the United States for the account of 
such owner or owners.” 


Federal Tax Collections 


Combined receipts from the personal and corpora- 
tion income taxes in 1937 amounted to $2,149 million 
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Ewing Galloway, N. Y. 
Sunset View of the Fountain on Capitol Plaza 


and were 188% larger than the depression low of 
$747 million for 1933, according to an analysis by 
the National Industrial Conference Board in its newest 
study of the cost of government. Corporations in 
1937 contributed a total of $1,057 million in federal 
income taxes, an increase of 85% compared with 
1935 and 168% compared with 1933. 

The Conference Board Study, “Cost of Government 
in the United States, 1935-1937,” points out, however, 
that the proportion of total taxes attributable to 
income taxes remains well below that for 1932 or any 
vear of the preceding decade. The broadening of 
the revenue system over the past six years including 
the imposition of the processing taxes and the social 
security taxes has contributed to this result. 

Taxes on distilled spirits and fermented liquors 
rank second as a source of federal tax revenue for 
the fiscal year 1937 producing a total of $594 million, 
a larger amount than for any other year in history. 

‘Tobacco taxes collected in 1937 amounted to $552 
million as compared with $501 million for 1936 and 
$459 million for 1935. Such taxes accounted for 


10.7% of all federal revenues for 1937 compared with 
approximately 20% 
rec eipts were sm: ler. 


Customs receipts for 1937 amounted to $490 mil- 
lion, the largest total for any year covered in the 
Conference Box alg s iy since 1932. 
from this source 


1 1932 and 1933, when actual 


The amount 
1 1937 and the proportion of the 
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total were, however, both well below the levels of 
the pre-depression period. 

Other sources of federal revenue producing more 
than 5% of the total in 1937 were the manufacturer’s 
excise taxes ($451 million) and the estate and 
gift taxes ($306 million). The social security taxes 
amounted to $266 million, but this total is not in- 
dicative of the current level of receipts, as the official 
estimate of receipts for the year ending June 30, 
1938, is $721 million. 


Study Reveals How Companies Handle 
Tax Operations 


Several of the larger companies in the country 
have found it advisable to employ tax specialists and 
to set up separate tax departments in order properly 
to handle their intricate tax operations, according 
to the findings of a recent study made by the Policy- 
holders Service Bureau of the Metropolitan Life 
Insurance Company and published in a report en- 
titled, “Centralized Control of Tax Work in Busi- 
ness Organizations.” 

The increase in the number and types of taxes 
which business must pay, coupled with more complex 
and widespread operations of business organizations 
themselves, it is pointed out, have made it impossible 
longer to regard tax work as an incidental part of 
some executive’s job. These changes have tended to 
focus responsibility for tax operations in one group 
or unit, although in some instances the report reveals 
that it is the practice to divide such responsibilities 
according to specific types of taxes, so that one 
department may handle income taxes, another ad 
valorem taxes, and so on. 


Among the 34 companies who were questioned 
there appears to be considerable difference of opinion 
as to the degree of centralization desirable. “The 
relative advantages and disadvantages of a central 
tax department will vary, of course, in different com- 
panies, depending somewhat on the company organi- 
zation set-up and the operating conditions,” the report 
states. 

“Many of the large concerns, particularly oil com- 
panies, have decentralized responsibility for tax re- 
port preparation and record-keeping, although retaining 
centralized control over tax policies and proceedings. 

“These companies usually have relatively large 
branch offices in which qualified personnel are avail- 
able and the necessary accounting records are ac- 
cessible.” 

One section of the report contains a composite 
list of functions usually involved in the management 
of taxes. All of the companies who were surveyed 
reported a close relationship between the tax de- 
partment and other divisions, especially with the 
accounting and legal departments. 

The number and nature of the tax records em- 
ployed by any company depend, of course, on in- 
dividual circumstances. It has been possible, however, 
from the information received in the investigation, 
to outline the records most frequently used in the 
control of and accounting for taxes. Explanations 
are given of typical forms of general and subsidiary 
ledger accounts, call-up procedures, property records, 
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general tax files, and methods of auditing assess- 
ments. 

In view of the growing importance of this problem, 
“Centralized Control of Tax Work in Business Organi- 
zations” should prove a helpful aid to business ex- 
ecutives in obtaining a clear, concise appraisal of tax 
management as practiced today in some of the more 
progressive companies. 


Nation-Wide Trend toward Ear-Marking 
Automotive Tax Revenues 


A study of the use made of automotive tax rev- 
enues in the 48 states and the District of Columbia 
reveals a nation-wide trend toward the ear-marking 
of all motor vehicle tax revenues exclusively for the 
administration, construction, and maintenance of 
highways and bridges, the American Petroleum In- 
dustries Committee reports. 

The trend is shown by the increasing number of 
states adopting constitutional amendments and 
statutes prohibiting the diversion of highway funds, 
in the large number of states that have abolished 
such diversion in the past two years, and in the sub- 
stantial reduction in the amount of highway money 
that is being misused in other states, the Committee 
says. 

“The movement to ear-mark highway tax receipts 
arose out of necessity, after the highway funds in 
some states had been drained repeatedly to provide 
general revenue,” the Committee reports. “By the 
end of 1935 Colorado, Kansas, Minnesota, and 
Missouri had amended their constitutions so as to 
safeguard their road funds. In 1936 the people of 
Maine, facing a threat of diversion, voted by a majority 
of three to one to reserve all automotive taxes in the 
future for highway use. 

“The greatest progress against the misuse of high- 
way funds was made last year, however, when the 
North Dakota legislature passed a 
law and the legislatures of Alabama, 
California, Indiana, and Nevada 
voted favorably on constitutional 
amendments designed to protect 
their highway revenue. More re- 
cently, a constitutional convention 
meeting in New Hampshire approved 
a similar amendment, which the 
people will be asked to ratify at a 
general election in the fall. 


“In New Hampshire, as in Ala- 
bama and California, where the 
people will also be asked to ratify 
the proposed amendments at the 
polls this fall, there is every expec- 
tation that the voters will favor this 
means of protecting their road funds. 
In Indiana and Nevada the adoption 
of a constitutional amendment in- 
volves its passage by two successive 
legislatures before it is submitted 
to the voters, so that another twelve 
months must elapse before the people 
of these states will have an oppor- 
tunity to express their approval of 
ear-marking highway funds. 
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“The movement for an amendment to ear-mark 
all automotive taxes for highways was extremely 
popular in all of the states where such campaigns 
were waged, and in most of them the state adminis- 
trations not only favored this method of protecting 
their highway funds but took an active part in the 
campaigns to obtain their adoption. 


“The amendment was so popular in California that 
the state senate voted unanimously in favor of its 
passage. The highway departments of both Alabama 
and Nevada were responsible for the approval given 
by their state legislatures. Alabama’s Chief High- 
way Engineer H. H. Houk was the chief proponent 
of the measure in that state, while the Nevada amend- 
ment was introduced at the request of the highway 
department. In Indiana the legislative leaders of 
both parties joined hands with the Governor, the 
State Highway Commission and the automobile clubs 
to obtain a favorable vote on the amendment in the 
legislature. 


“But the advances made against the misuse of 
highway funds have not been restricted to the erec- 
tion of legal barriers against the practice. In Arizona, 
Mississippi, Michigan, South Carolina, South Dakota, 
Utah, Washington and West Virginia, some of which 
have diverted highway funds in the past, there is 
today no diversion of road funds. In fact, the Michigan 
legislature last year voted to return to the highway 
funds $5,000,000 that had been diverted in the past. 

“In several states, although the misuse of road 
funds is still prevalent, it has been substantially re- 
duced in the past few years. It is generally believed 
that the federal penalty imposed upon those states 
that divert highway funds may have had something 
to do with this. New Jersey and Massachusetts, for 
example, have both been penalized by loss of part 
of their federal highway appropriations as a result 
of their huge diversions.” 


ancanti 


wasn 


Ewing Galloway, N. Y. 
Arlington Memorial Bridge 





540 THE TAX 


Selected Features of the Revenue 
Act of 1938 


(Continued from page 510) 


Recapitulation 
(A) Tax under 1938 Act $ 4,485.00 
(B) Tax under 1936 Act 7,842.00 
Difference $ 3,357.00 


Example 4. Income slightly in excess of $25,000.00. 


Income of $32,000, of which $15,000 is from interest on 
certain U. S. government obligations and $12,000 from 
dividends from taxable domestic corporations. (No excess 
profits tax assumed.) 


(A) Under the 1938 Act 
Under general rule 


Net income $32,000.00 


Less interest on U. S. government obli- 
gations 15.00.00 


Adjusted net income $17,000.00 


Tentative tax @ 19% $ 3,230.00 


Dividend received credit 16%~% of 
$10,200 (85% of $12,000) 1,683.00 


$ 1,547.00 


Total tax 





Alternative method 


Net income $32,000.00 


Allocated to first division 25,000.00 


$ 7,000.00 


Allocated to second division 





lirst division: 
Net income $25,000.00 


15,000.00 


$10,000.00 
8,500.00 


Less interest on U. S. obligations 


Adjusted net income 


Dividend received credit * (85% of $10,000) 
Special class net income $ 1,500.00 
Tax at 12'%4% on $1,500 $ 187.50 





Second division: 


ths 


Income allocated to second division 7,000.00 


Less balance of dividends allocated t 


) 
second division 2,000.00 


$ 5,000.00 


Si 


Balance of income 


St 


: 240.00 
1,600.00 


Tax at 12% of $2,000 
Tax at 32% of $5,000 


1,840.00 
187.50 


fr 


Total tax second division 
Total tax first division 


Total tax alternative method $ 2.027.50 


Taxpayer in the above case obviously would elect the 
general rule computation and would pay the smaller tax as 
determined under this method, namely, $1,547.00. 


* 15% of such dividends is subject to tax in this division; the 
rates vary from 12';% to 16%, depending on taxable amount left 
in this division. 
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(B) Under the 1936 Act 
Net income 


~~ ore $32,000.00 
Less interest on U.S. government obligations 


15,000.00 
Net income for tax computation $17,000.00 
Less dividend received credit (85% of 

$12,000) 10,200.00 


Subject to normal tax $ 6,800.00 





Tax @ 8% on $2,000 $ 160.00 
Tax @ 11% on $4,800 528.00 
Total normal tax $ 688.00 


$17,000.00 
688.00 


Net income for surtax computation 
Less normal tax 


Adjusted net income $16,312.00 
Dividend paid credit —- 


Undistributed net income $16,312.00 
Tax at 7% on $5,000.00 $ 350.00 
Tax at 12% on $1,631.20 195.74 
Tax at 17% on $3,262.40 554.61 
Tax at 22% on $3,262.40 vie ee 
Tax at 27% on $3,156.00 852.12 

Total surtax $ 2,670.20 


$ 3,358.20 


Total normal and surtax $ 
Recapitulation 
(A) Tax under 1938 Act $ 1,547.00 


(B) Tax under 1936 Act 3,358.20 


St 


Difference . S LSri20 

In the determination of taxable net income of cor- 
porations, we have seen that at least two “credits” 
are allowed: 

(1) (Sec. 26(a)). For interest on obligations of 
the United States and of its corporations, to the ex- 
tent that such interest is not subject, in the hands of 
individuals, to the normal tax. 

(2) (Sec. 26(b)). 85% of dividends received from 
taxable domestic corporations, limited, however, to 
85% of the adjusted net income. 

In the case of domestic corporations subject to a 
tax of 19% of the adjusted net income, 7.¢., such cor- 
porations with net incomes substantially over $25,- 
000, we have seen that there is allowed a deduction 
of 10'4% of 85% of the dividends received subject 
to the limitation stated. The only other deduction 
is 2'4% of the “dividends paid credit” which, a 
a few minutes ago, we compared with the corre- 
sponding credit under the 1936 Act. We must now 
explain the four elements which constitute this 1938 
credit. This is no mean task, because the statutory 
language is decidedly “inhospitable.” 

(A) First, there is the “basic surtax credit” (Sec. 
27(b)), which consists of three factors: (a) divi 
dends paid during year less interest on U. S. obli- 
gations; (b) “consent dividends”; (c) “net operating 
loss.” The formula has been presented in the com- 
parison. In passing, we should observe that while 
this “credit,” in the case of the tax on ordinary do- 
mestic corporations, is merely one element in a total 
deduction limited to 212%, this factor is of great 
importance in Sec. 102 (“improper” accumulation of 
surplus), Sec. 405 (personal holding companies) and 
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Sec. 335 (foreign personal holding companies) tax 
computations. 

(a) The first factor, “dividends” paid during the 
year, requires no explanation, for which we are duly 
thankful. 

(b) The second factor is the new “consent divi- 
dends credit” which was provided to meet valid ob- 
jections against the 1936 undistributed profits tax 
which frequently could not be avoided even if there 
existed legal and other obstacles to dividend pay- 
ments. It is quite impracticable to try to summarize 
Sec. 28, which deals with this credit. The law must 
be studied in detail. A partial analysis follows: 

The credit is based upon the consents of share- 
holders to include in their gross incomes, as taxable 
dividends, amounts specified in such consents, al- 
though such amounts are not actually distributed to 
them but are retained by the corporation. A cor- 
poration, to be entitled to a consent dividends credit 
with respect to any taxable year, must, by the close 
of such year, have paid all preferred dividends for 
the taxable year and, if cumulative, for prior taxable 
years, and the corporation must not, at any time dur- 
ing such year, be in the process of completely or 
partially liquidating all or any part of its consent 
stock. : 

The term “consent stock” means “the class or 
classes of stock entitled, after the payment of pre- 
ferred dividends to a share in the distribution 
(other than on complete or partial liquidation ) 
within the taxable year of all the remaining earnings 

r profits, which share constitutes the same propor- 
ea of such distribution regardless of the amount 
of such distribution.” 

If the corporation files with its return for the tax- 
able year signed consents made under oath by pcr- 
sons who were shareholders of consent stock on the 
last day of the taxable year of the corporation to 
include in their gross income as taxable dividends 
specified amounts, as though such amounts were ac- 
tually distributed to them, it is entitled to the “con- 
sent dividends credit,” in the amount of the several 
consents. The credit cannot exceed the amount 
which the corporation would have been entitled to 
include in the computation of its “basic surtax 
credit” for the taxable year, if cash distribution of 
the sum of the amounts specified in the consents had 
been made by the corporation and each consenting 
shareholder had received on the consent dividends 
day the amount specified in his consent. Equitably 
enough, the amount of such credit shall be consid- 
ered as paid-in surplus or as a contribution to the 
capital of the corporation with a corresponding re- 
duction in the amount of its earnings and profits; 
and each consenting shareholder’s pro rata share of 
the amount of the consent dividends credit is to be 
treated as having been reinvested by the shareholder 
as a contribution to the capital of the corporation 
and, therefore, added to the basis of his stock. Much 
more remains to be said, but for this we shall go 
direct to the statute. 

(c) The final factor in the determination of the 
“basic surtax credit” is the “net operating loss 
credit.” (Sec. 26(c)). It is applicable only to a 
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taxable year which begins after December 31, 1938. 
But as the corporation tax under review does not 
apply to any taxable year beginning after December 
31, 1939, we are dealing with a section of the statute 
which is applicable to a single year only. This “loss” 
is the “net loss” for the taxable year 1938, increased 
by totally exempt interest (and “excessive deple- 
tion”) and decreased by unallowable interest paid or 
accrued in connection with the purchasing and carry- 
ing of tax exempt obligations. 

(B) The second factor in the computation of the 
“dividends paid credit?’ is the two-year “dividend 
carry-over.” (Sec. 27(c)). A “simplified” explana- 
tion may be found in the following formula, if we 
assume the taxable year to be 1939: 

The 1939 “dividend carry-over” may then be said 
to be the sum of: 

(1) The 1937 “dividends paid credit? (No 
credit” provision under the 1936 Act). 
Less: 

(a) 1937 “adjusted net income” 
(b) Excess (if any) of 1938 “adjusted net income” 
over the sum of 

(i) 1938 “basic surtax credit” 

(ii) excess (if any) of 1936 “dividends paid credit” 
over “1936 adjusted net income.” (No “basic 
surtax credit” provisions under the 1936 Act). 

and 

(2) Excess (if any) of 1938 “basic surtax credit” over 1938 
“adjusted net income.” 


“basic surtax 


For any taxable year beginning in 1936 or 1937, 
the “adjusted net income” and the “dividends paid 
credit” are to be determined under the 1936 Act, 
without taking into consideration the “dividend 
carry-over” provided in that Act. 

(C) The third factor in the computation of the 
‘dividends paid credit” may be called the “accumu- 
lated deficit” credit (Sec. 27(a)(3)). It is the excess 
of any deficit in accumulated earnings and profits as 
of the close of the preceding t taxable year over the 

“net operating loss credit” allowable for the preced 
ing taxable year, if such year began after December 
31, 1937. 

As stated in the Conference Committee Manager’s 

Keport, this deficit 


“can be created only by operation of the business at a 
loss. A distribution to shareholders, regardless of its source, 
cannot create a deficit in accumulated earnings and profits. 
Even though a distribution out of accumulated earnings 
or profits so exhausts the earnings and profits account as to 
leave it incapable of absorbing a loss thereafter resulting 
from the business, the loss and not the distribution creates 
the deficit.” 


The report further states: 


“The credit is limited to the excess of such deficit over 
the net operating loss credit in order to prevent a double 
deduction, since the net operating loss credit already forms 
a part of the dividends paid credit. The amount permitted 
to be included for the first taxable year beginning after 
December 31, 1937, however, will be the full amount of such 
deficit, since net operating losses for years beginning prior 
to January 1, 1938, are not allowed as a credit in the sub- 
sequent year.” 


(D) The fourth and last factor in the computation 
of the “dividends paid credit” (Sec. 27(a)(4)) is the 
“indebtedness” credit. It may be defined as amounts 
used or irrevocably set aside to pay or retire in- 
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debtedness of any kind. Such amounts must be 
“reasonable with respect to the size and terms of 
such indebtedness.” The allowance is further lim- 
ited to indebtedness in existence before January 1, 
1938, “evidenced by a bond, note, debenture, cer- 
tificate of indebtedness, mortgage, or deed of trust, 
issued by the corporation, or by a bill of exchange 
accepted by the corporation.” No credit is allowed 
for sums used or set aside to pay interest on in- 
debtedness. 

Finally, before leaving this topic, solutions to a set 
of problems will serve to illustrate the computation 
of the “dividends paid credit.” 


1938 
Net operating loss $ 50,000.00 
‘Tax None 
1939 


Net income 


$ 50,000.00 
10,000.00 


$ 40,000.00 
$ 60,000.00 


Interest on U. S. Government obligations 
Adjusted net income 
Dividends paid 


Dividends paid credit: 
sasic surtax credit: 
Dividends paid 
less interest on U. S. Gov- 


$ 60,000.00 


ernment obligations 10,000.00 
$ 50,000.00 
Plus prior year loss ($50,000.00) 
(Amount may not exceed 
adjusted net income for the 
current taxable vear) 40,000.00 
Total basic surtax credit and 
dividends paid credit (in this 
case the same) 


$ 90,000.00 


Tentative tax (19% of adjusted net in- 
come) 
Less 2%4% of dividends paid credit (may 
not exceed 24% of adjusted net in- 
come $40,000.00) 


$ 7,600.00 


1,000.00 
Tax $ 6,600.00 


1940 
(If the law is extended unchanged) 
Net income $ 70,090.00 


Interest on U. S. Government obligations 10,000.00 


Adjusted net income 


$ 60,000.00 





No dividends paid 


1938 Act 








September, 1938 


Dividends paid .. 
Dividends paid credit: 
Basic surtax credit: 
Dividends paid ... 
Less interest on U. S. Govern- 
ment obligations 


$ 75,000.00 


$ 75,000.00 

10,000.00 
Total basic surtax credit — $ 65,000.00 
Dividend carry-over: 

Basic surtax credit 1939 $90,000.00 

Adjusted net income 1939. 40,000.00 


Dividend carry-over from 
1939 ... a 50,000.00 


Total dividends paid credit $115,000.00 


Tentative tax (19% of adjusted net income) 
214% of dividends paid credit, not to exceed 


$ 11,400.00 





212% of adjusted net income $60,000.00 1,500.00 
Dax .. Boe Se auas $ 9,900.00 
1941 
(If the law is extended unchanged) 
Net income .. ; $100,000.00 
Interest on U. S. Government obligations 10,000.00 


Adjusted net income . . $ 90,000.00 


Dividends paid $ 40,000.00 
Dividends paid credit: 
Basic surtax credit: 
Dividends paid 
Less interest on U. S. Gov- 
ernment obligations 


$ 40,000.00 
10,000.00 


Total basic surtax credit. $ 30,000.00 
Dividend carry-over: 
Basic surtax credit 1939 $90,000.00 
Less adjusted net in- 
come 1939 40,000.00 


Balance $50,000.00 


Basic surtax credit 1940 $65,009.00 
Less adjusted net in- 


come 1940 60,000.00 


Jalance $ 5,000.00 


Total dividend carry-over 55,000.00 


Total dividends paid credit $ 85,000.00 


Tentative tax (19% of adjusted net income) 


$ 17,100.00 
2Y% of dividends paid credit 


2,125.00 
i , $ 14,975.00 
The change in the tax burden on corporations, due 


to the 1938 Act, is indicated in the following com- 
parative table: 





50% of net income paid 


100% of net income paid 
in dividends 


in dividends 








1936 Act 1938 Act 1936 Act 1938 Act 1936 Act 
Corporations with net income of: 

$ 10,000 * $ 1,325.00 $ 2,082.00 $ 1,325.00 $ 1,317.20 $ 1,325.00 $ 1,040.00 
25,000 * 3,525.00 6,864.75 3,525.00 3,913.15 3,525.00 2,890.00 
100,000 19,000.00 31,502.80 17,750.00 18,779.60 16,500.00 13,840.00 
200.000 38,000.00 63.927.80 35.500.00 38.504.60 33,000.00 28,840.00 
500,000 95,000.00 161.202.80 88.750.00 97.679.60 82.500.00 73.840.00 
1,000,000 190,000.00 323.327.80 177,500.00 196,304.60 165,000.00 148.840.00 








* Under the 1938 Act, no credit for dividends paid. 
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II. Capital Gains and Losses—Section 117 


A. With respect to corporations: 


The changes in taxation of capital gains and losses 
relate, primarily, to noncorporate taxpayers. Aside 
from the changes affecting noncorporate stockhold- 
ers, the principal change is to be found in the provi- 
sion which excludes from the definition of “capital 
asset” property used in trade or business of a kind 
which is entitled to a deductible allowance for depre- 
ciation (Sec. 117(a)(1)). While this change is gen- 
eral in character and relates to all taxpayers, its 
principal significance is, of course, for corporate tax- 
payers. 

Hitherto, as you so well know, it has been neces- 
sary to throw upon the scrap heap or otherwise aban- 
don discarded machines and equipment, more or less 
obsolete, in order to avoid a capital loss which could 
be deducted only from capital gains except to the 
extent of $2,000. The old provision was manifestly 
inequitable, and it has taken unduly long to convince 
the law makers of the need for the change. Now we 
may claim the full amount of the unrecouped basis 
as a deductible loss at the time of the abandonment 
or sale. 


B. With respect to noncor porate taxpayers: 

The principal changes in the provisions relating 
to capital gains and losses affect individuals, partner- 
ships, and other noncorporate taxpayers. Under the 
1936 Act, capital gains were taxable completely if 
they resulted from the sale or disposition of capital 
assets held for one year or less, while the amount 
of taxable capital gain decreased with the holding 
period, reaching a minimum of 30% of the amount of 
such capital gain with respect to property held for 
more than ten years. The amount of deductible loss 
was similarly computed. The net capital loss was 
deductible only to the extent of $2,000. This $2,000 
rule applied to all taxpayers including corporations, 
and, under the 1938 Act, is still applicable to cor- 
porations. 

Under the 1938 Act, capital gains and losses are 
divided into two broad categories: 


(1) Short-term capital gains and losses, and 
(2) Long-term capital gains and losses. 


(1) Short-term capital gains and losses result 
from the sale or other disposition of capital assets 
which have been held not more than 18 months. 
Such gains are fully taxable; short-term losses 
are deductible from corresponding gains, and from 
nothing else. The “net short-term capital loss” is 
carried forward to the succeeding year, but in an 
amount not in excess of the net income for the year 
in which the loss was suffered. (Remember that, 
under the prior Act, there was no carry-over, but 
$2,000 of the net capital loss was deductible by all 
taxpayers.) 

(2) Long-term capital gains and losses result from 
sales and exchanges of capital assets held for more 
than 18 months. This category consists of two divi- 
sions : such gains and losses with respect to property 
held more than 18 but not over 24 months; and such 
gains and losses with respect to transactions where 
the property was held for over 24 months. The 
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amount of gain or loss taken into account is 6634% 
with respect to the 18-24 month holding period, and 
50% with respect to transactions involving holdings 
of more than 24 months; such losses are deductible 
from other income (thus differing from short-term 
losses). Long-term losses of both classes are offset 
against the aggregate long-term gains of both classes 
to determine the net long-term capital gain or loss, 
which is included in gross income and taxed at nor- 
mal and surtax rates, unless the alternative method 
provided in the new law yields a lower tax on the net 
capital gain or a higher tax on the net capital loss. 
Under the new alternative method, a partial tax is 
computed at regular rates on net income exclusive 
of the net long-term capital gain or loss, and is 
increased or reduced by 30% of the net long-term 
capital gain or loss. 

Partnerships are required to segregate their long 
and short-term capital gains and losses and to com- 
pute the net short-term capital gain or loss and the 


net long-term capital gain or loss, as the case may 


be. Each partner includes in his own short-term 
gains or losses his distributive share of the partner- 
ship net short-term gain or loss. Partnership net 
long-term gains or losses are similarly treated. 


If my summary is not simple, do not blame me; 
as you will see in a moment, I have correctly stated 
the law. While I have done so in a few words, the 
study and the analysis which made that possible are 
a task which I recommend to those of you who have 
hours to spare and nothing else to do. I do not 
wish to appear to criticize the draftsmen who have 
produced a most complicated conglomeration of 
words and phrases. It is quite possible that not 
many people could have set forth the complicated in- 
tention of Congress in fewer words or more simply. 
Surely only a genius, under the time pressure under 
which the draftsmen labored, could have hoped to 
produce in simpler language the complex legislative 
intendment. 


Let me try to clarify the statute by submitting to 
you for immediate solution two problems involving 
the calculation of net long-term capital gains and 
losses : 


Problem 1: 


The taxpayer is a married man, living with wife, 
and having two dependents. His 1938 income con- 
sists of salary, $60,000, and a “net long-term capital 
gain” of $18,500 (representing, for example, either 
such capital gain of $37,000 realized from property 
held for more than 24 months, of which, therefore, 
50% would be taken into account; or $27,750 result- 
ing from the sale or disposition of capital assets held 
between 18 and 24 months, of which, therefore, 
6624% would be taken into account, or many other 
permutations). The deduction for interest and taxes 
amounts to $15,000. 





Calculation: 
(a) Ordinary: 
Salary ....; ; , $60,000 
Plus net long-term capital gain........ 18,500 
Gross income ... $78,500 
ee Less deductions . 15,000 
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Net income $63,500 
Normal tax and surtax $13,382 

(b) Alternative: 
Salary $60,000 
Gross income $60,060 
less deductions 15,000 
Net income $45,000 


Normal tax and surtax $ 7,140 


30% of net long-term capital gain, $18,500 


(or 15% of $37,000; or 20% of $27,750) 5,550 
Alternative tax $12,690 


AS the alternative tax is lower, it becomes the tax. 
Note: If $18,500 represented a net short-term capt- 
tal gain, it would have been fully included in income 
and subject to both normal tax and surtax. If the 
figure represented a net short-term capital loss, such 
loss would not affect the tax because it would not 
be deductible, but the amount thereof would be fully 
carried over as a deductib'> item from next year’s 
net short-term capital gain. (This would be so be- 
cause the amount of such capital loss is not in excess 
of the net income.) 


Problem 2: 

The taxpayer is a married man, living with wife, 
and having two dependents. His 1938 income con- 
sists of salary, $60,000. His net long-term capital 
loss is $5,000 (representing either, for example, such 
capital loss of $10,000 resulting from transactions in 
capital assets owned for more than 24 months, of 
which, therefore, 50% would be taken into account ; 
or $7,500 resulting from the sale or disposition of 
capital assets held between 18 and 24 months, of 
which, therefore, 6624% would be taken into account 
or many other permutations). The deduction for in- 
terest, taxes, etc., amounts to $15,000. 


Calculation: 


(a) Ordinary: 





Salary $60,000 
"ies deductions $15,000 

Net long-term capital loss 5,000 20,000 

Net income | : $40,000 

Normal tax and surtax $ 5,779 


(hb) Alternative tax: 





Salary $60,000 
Gross income $60,000 
l.ess ordinary deductions 15,000 


Net income $45,000 





Normal tax and surtax $ 7,140 
Less 30% of net long-term capital loss, 
$5,000 (or 15% of $10,000; or 20% ot 

$7,500) 1,500 

Alternative tax $ 5,640 
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As the tax per ordinary calculation is the greater, 
it becomes the tax. 

You will notice, as I have already pointed out, that 
where a net long-term capital gain exists, the lower 
tax prevails, while in the presence of a net long-term 
capital loss the higher tax obtains. If your sense of 
equity is jolted, that is a matter with which [| shall 
not try to interfere. 

Perhaps we can afford to spend a few moments 
with a problem illustrating the application of the 
net short-term capital gain and loss provisions of the 
statute. 

For the taxable year 1938, a taxpayer with a net 
income of $10,000 had a net short-term capital loss 
of $14,000. The carry-over to 1939 was, therefore, 
$10,000, because such carry-over cannot exceed the 
net income. 

If, in 1939, the short-term capital gains amounted 
to $15,000 they would be reduced by the carry-over 
from 1938 of ....... $10,000 


to which there would be added the 


1939 short-term capital loss of 4,000 
=” SNR, 35 onl et a ee ee 14,000 
so that the 1939 net short-term capi- 

tal gain would be $ 1,000 


This amount, $1,000 would be treated as a part of 
the 1939 gross income subject to both normal tax and 
surtax. 

The Subcommittee of the Ways and Means Com- 
mittee, then the Ways and Means Committee, then 
the House of Representatives, then the Senate 
Finance Committee, then the Senate, and, finally, 
the Conference Committee of both Houses, wrestled 
with the problem of capital gains and losses. The 
result is Section 117, with which we have been deal- 
ing. Before we leave the subject, we may be justified 
in trying to summarize how the new provisions com- 
pare with those of the earlier Act. 

An analysis of the language of the statute leads to 
the conclusion that with respect to net long-term 
capital gains resulting from sales and other disposi- 
tions of capital assets held between 18 and 24 
months, the maximum rate of tax is 20%; and that 
the corresponding maximum rate where the holding 
period exceeds 24 months is 15%. 

Whether these maximum rates will be of advan- 
tage in a given case will depend upon the relative 
amounts of ordinary net income and net long-term 
capital gain. By way of illustration, and not as a 
rule of general application, it is clear that if the 
ordinary net income, subject to both normal tax and 
surtax, exclusive of net long-term capital gains, is 
more than $22,000, the 20% maximum rate, ap- 
plicable to items held 18-24 months, becomes ad- 
vantageous; under similar circumstances the 15% 
maximum rate, applicable to items held over 24 
months becomes advantageous in all cases when the 
ordinary net income, subject to both normal tax and 
surtax is more than $18,000. If the entire net income 
consisted of net long-term capital gains of the 18-24 
month group, the amount of gain required to make 
the 20% maximum tax rate of advantage is approxi- 
mately $142,500; and if the entire net income con- 
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wn 


10. 






Net short-term capital 
gain during first year 


Net short-term capital 
loss during first year 


Net short-term capital 
gain between 12-18 
months 


Net short-term capital 
loss between 12-18 
months 


Net long-term capital 
gain between 18-24 
months 


Net long-term capital 
loss between 18-24 
months 


Net long-term capital 
gain between 2-5 years 


Net long-term capital 
loss between 2-5 years 


Net long-term capital 
gain between 5-10 years 


Net long-term capital 
loss between 5-10 years 


Net long-term capital 
gain over 10 years 


Net long-term capital 
loss over 10 years 


sisted of net long-term capital gains of the 24 month 
group, the amount of gain required to make the 15% 
maximum tax rate of advantage would be approxi- 
mately $190,000. Similar “turning points” can be 
computed in the case of net long-term capital losses; 
but, here, even more than in the case of gains, each 
situation must be judged on its own facts and gen- 
eral guides are not very helpful. 
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1938 Act 


Fully taxable; same u 


Not deductible; one-year carry-over 
as a short-term capital loss (i.e. 
only as against short-term capital 
gains) in an amount not in excess 
of net income for the first year 


Gain fully taxable 


Not deductible; one-year carry-over 
as a short-term capital loss (i.e. 
only as against short-term capital 
gains) in an amount not in excess 
of net income for the first year 


6674% taxable at ordinary rates (but 
tax on entire amount limited to 


20%) 


6624% deductible from gross income 
without restriction (but tax sav- 
ing limited to 20%) 


50% taxable at ordinary rates (but 
tax on entire amount limited to 


15%) 


50% deductible from gross income 
without restriction (but tax sav- 
ing limited to 15%) 


50% taxable at ordinary rates (but 
tax on entire amount limited to 


15%) 


50% deductible from gross income 
without restriction (but tax sav- 
ing limited to 15%) 


50% taxable at ordinary rates (but 
tax on entire amount limited to 


15%) 


50% deductible from gross income 
without restriction (but tax sav- 
ing limited to 15%) 





* Only one deduction of $2,000 may be taken; not $2,000 from each group. 


If the members of this group seek a simple but 


exhilarating exercise in language analysis (there are 


capital gain capital loss Net long-term capital loss 
(tax) (tax saving) Net long-term capital gain (tax) (tax saving) 
(Asset owned (Asset owned (Asset owned (Asset owned (Asset owned (Asset owned 
a 18 months) 18 months) 18-24 months) over24months) 18-24months) over 24 months) 
ther net 
Income 1938 Act 1936Act 1938 Act 1936Act 1938 Act 1936Act 1938 Act 1936Act 1938 Act 1936 Act 1938 Act 1936Act 





Net short-term 





Net short-term 

















1 








5,000 $ 80.00 $ 64.00 None; $ 64.00 $ 53.33 $ 64.00 $ 40.00 $ 48.00 $ 53.33 $ 64.00 $ 40.00 $ 48.00 








carry-over 

10,000 . 110.00 88.00 i 80.00 73.33 

50,000. 350.00 280.00 = 248.00 200.00 
100,000...... 620.00 496.00 si 472.00 200.00 
250,000...... 680.00 544.00 - 528.00 200.00 
,000,000...... 770.00 616.00 - 608.00 200.00 


TREATMENT 1938 Act 










more or less favorable 
1936 Act than 1936 Act 


nder both Acts 





circumstances 


= 
=) 


$2,000 * thereof deductible Depends o 
from gross income 


80% of gain taxable Less 


80% taken into account; Wepends or 
$2,000 * thereof deduct- 
ible from gross income 


circumstances 


~ 


80% of gain taxable at or- More 
dinary rates 


80% of loss taken into ac- Depends on circumstances 
count; $2,000 * deductible 
from gross income 


60% of gain taxable at or- More 
dinary rates 


60% of loss taken into ac- Depends on circumstances 
count; $2,000 * deductible 
from gross income 


40% of gain taxable at or- Depends on circumstances 
dinary rates 


40% of loss taken into ac- Depends on circumstances 
count; $2,000 * deductible 
from gross income 


30% of gain taxable at or- Depends o1 
dinary rates 


circumstances 


= 


30% of loss taken into ac- Depends on circumstances 
count; $2,000 * deductible 
from gross income 






choicer specimens in the Act), I recommend to them 
Section 117(a) and (b). Such analysis will justify 
the conclusion that the maximum rates on net long- 
term capital gains for noncorporate taxpayers are 
20% and 15%, under the circumstances which I have 
already outlined. , 

The summary following indicates the difference 
between the 1938 and the 1936 Acts with respect to 
$1,000 of net capital gain and net capital loss, for 
taxpayers at various levels of income. 





























88.00 55.00 66.00 66.67 80.00 50.00 60.00 
280.00 150.00 210.00 200.00 248.00 150.00 186.00 
496.00 150.00 372.00 200.00 472.00 150.00 354.00 
544.00 150.00 408.00 200.00 528.00 150.00 396.00 
616.00 150.00 462.00 200.00 608.00 150.00 456.00 
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The taxation of capital gains and losses in the 1938 
Act differs radically from the original proposal of 
the Sub-Committee of the Ways and Means Com- 
mittee. Both that proposal and the present law, in 
my opinion, are still unsatisfactory. A solution for 
a very perplexing and annoying problem must still 
be found. On the one hand, legitimate business 
transactions must not be discouraged and invest- 
ments must be encouraged ; on the other hand, profits 
from transactions in capital assets must yield a fair 
amount of necessary revenue. 


III. Liquidations of Corporations 


Long before taxation had become an important 
clement in domestic economy, corporations were or- 
ganized in order to meet various business needs. 
Commencing in 1909, corporations became subject, 
for the first time since the Civil War period, to a 
federal tax on income. Thereafter, and commenc- 
ing with the 1917 war provision, which was sup- 
planted by the 1918 Act, business and industry were 
compelled to give increasing attention to the relative 
federal tax costs of conducting business as a sole 
proprietorship, as a partnership, or as a corporation. 
The need for such attention has continued to date. 
Although during recent years the burdens on cor- 
porations, especially on personal corporations, and 
even on profitable business corporations which 
wished to retain their earnings, have become so great 
as to create an understandable desire to liquidate 
these entities and conduct the enterprise as partner- 
ships and sole proprietorships, the tax cost involved 
in connection with dissolution has been prohibitive. 
From 1922 to 1933 liquidation profits were subject 
to a maximum tax of 12'4%, the rate applicable to 
capital gains, but in 1934 and 1935 gain on corporate 
liquidations was made fully taxable at both normal 
and surtax rates. In 1936 such gains, in the hands 
of individual stockholders were allowed the benefit 
of the percentage reduction based on the length of 
the holding period. 


In the 1938 Act, and continued from prior Act or 
Acts, are a number of provisions dealing with the 
liquidation of corporations. The 1938 Act intro- 
duced one new major provision and one modification 
of an older provision. 


A—Liquidation provisions carried over from prior 
Acts: 

In the 1938 Act there are liquidation provisions, 
also in the prior Act or Acts, which may be sum- 
marized as follows: 

Complete liquidation of domestic corporations to 
corporate and to other stockholders. We do not here 
deal with the liquidation of subsidiary companies, 
but rather with the discontinuance of a corporation 
and the tax consequences with reference to the dis- 
tribution of the dissolved corporation’s assets to its 
stockholders. Section 115(c) provides that a stock- 
holder who receives a distribution in complete liqui- 
dation of a corporation shall regard the transaction 
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as a sale, and the amount of the distribution as the 
proceeds of a sale. If the stock was held by a non- 
corporate stockholder for not more than 18 months 
the “net short-term capital gain’ * would be treated 
as ordinary income, while the “net short-term capital 
loss” would, to the extent of the net income, be car- 
ried forward for one year (Sec. 117(e)). If the stock 
was held for over 18 months, the resulting “net long- 
term capital gain or loss” would be treated as I have 

already shown you. In the preceding Act two years 
were allowed for complete liquidation; in the 1938 
Act three years are allowed if the first of the series 
of distributions is made by the corporation during 
any taxable year beginning on or after January 1, 
1938, and two years in cases where the first of such 
distributions was made earlier. 

Corporations are taxed at ordinary corporate rates 
on their net short-term and long-term capital gains 
from liquidation distributions, without any reduction 
for length of holding period, and are limited, in the 
case of net capital losses, to $2,000 in excess of capi- 
tal gains. 

The 1938 Act also re-enacts earlier provisions re- 
lating to the dissolution of corporate subsidiaries. 
Section 112(b)(6) continues the provision for the 
complete liquidation of a subsidiary where the cor- 
porate parent owns stock which possesses at least 
80% of the total combined voting power of all classes 
of stock entitled to vote and at least 80% of the total 
number of shares of all other classes of stock (except 
such as is nonvoting and is limited and preferred as 
to dividends). Other provisions in the present stat- 
ute are continued from the 1936 Act. Such liqui- 
dations may be made within a single taxable year or 
within an additional period of three years. As you 
know, the statutory requirements are very precise 
and it may be costly to overlook any of them. Un- 
like the provision with respect to ordinary distribu- 
tions in liquidation where capital gains and losses 
are recognized, liquidations pursuant to Section 
112(b) (6) do not result in recognition of gain or loss 
to a corporate parent which receives the assets of 
its subsidiary. 

This type of liquidation is distinguished by an- 
other feature: As a general rule, if a transaction does 
not result in immediate recognition of gain or loss, 
the property received takes the basis of the property 
which was surrendered therefor. Here, the basis to 
the parent is not its cost or other basis for the sub- 
sidiary stock, but the subsidiary’s basis which per- 
sists. 


In effect, if the subsidiary or the parent in a trans- 
action, pursuant to Section 112(b)(6), is a foreign 
corporation, the exemption from recognition of gain 
is not granted unless, prior to the transaction, the 
Commissioner has been satisfied that “avoidance of 
Federal income taxes” was not one of the “principal 
purposes” of the exchange (Section 112(i)). 

The 1938 Act continues a provision of the 1937 
Act with respect to the complete dissolution of for- 
eign personal holding companies. As you know, it 


has become extremely costly and annoying to con- 
tinue active operation of such corporations because 
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of the information requirements and, even more so, 
because United States shareholders are required to 
include in their gross income their pro rata share of 
the corporate earnings as though such amounts had 
been actually distributed to them as dividends. The 
only offset is that such constructive receipts are 
deemed to constitute additional investments in the 
capital stock of the foreign corporation. 

By Section 56, extensions of time for payment of 
the tax, up to five years, may be granted stockhold- 
ers of domestic and foreign personal holding com- 
panies in liquidation, on a showing of undue hardship. 

The 1938 Act, in Section 113(a)(5), continues the 
1937 provision that upon the death of a person who 
owned stock in a foreign personal holding corpora- 
tion, the basis therefor in the hands of the beneficiary 
shall be the fair market value as of the date of ac- 
quisition by the beneficiary (i.e., the date of de- 
cedent’s death) or the decedent’s basis, whichever 1s 
lower. Normally, as you know, the decedent’s basis 
is not taken into consideration. 

Pursuant to Section 115(c), if a foreign personal 
holding company is completely liquidated, and if, 
between August 26, 1937, and January 1, 1938, a so- 
called United States group existed (that is, not more 
than five individuals, citizens or residents of the 
United States, owning directly or indirectly at any 
time during the taxable year more than 50% in value 
of the outstanding stock) the profit to the stockhold- 
ers is fully taxable as a “short-term capital gain” un- 
less the liquidation was completed before July 1 of 
this year, or the Commissioner is satisfied by evi- 
dence submitted to him before such date that liqui- 
dation could be completed by that date, in which 
event an extension of six months, but not more, may 
be granted. 


B—Liquidation provisions new in the 1938 Act: 

There are two radically new provisions in the 1938 
Act with reference to complete liquidations of cor- 
porations, One of these deals with registered hold- 
ing companies which are dissolved pursuant to 
orders of the Securities and Exchange Commission 


(Secs. 371-373). 


The other new provision, which we shall now dis- 
cuss, is found in Section 112(b)(7). It deals with 
the complete liquidation of a domestic corporation 
and it is available to all stockholders of such a com- 
pany except to a corporate stockholder which at 
any time between April 9, 1938, and the date of the 
adoption of the plan of liquidation, owns stock pos- 
sessing at least 50% of the total combined voting 
power of all classes of stock entitled to vote on the 
adoption of the plan. In order to comprehend the 
language of the statute close study and analysis is 
necessary. Because of its possible importance to a 


number of you, I now present a detailed analysis of 
Section 112(b) (7). 


I, TO WHOM AVAILABLE: 
In general: 
(A) The provision is applicable only to domestic cor- 
porations. 
(B) It is applicable, with a single exception about to 
be noted, to those who own stock at the time of 
the adoption of the plan of liquidation, The ex- 
ception: The provision does not apply to a cor- 
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porate stockholder who owns more than 50% of 
the voting stock in the liquidating corporation; 
this excluded corporation is hereinafter referred 
to as “controlling corporate owner.” 


Specifically: 

(A) If all of the stock is owned by non-corporate stock- 
holders and if, at the time of adoption of the plan 
of liquidation, the then holders of 80% of the 
voting stock file written elections to have the 
benefits of the provision, then those so filing and 
all other stockholders (whether of voting or of 
non-voting stock) who file such elections are 
entitled to the benefits of the provision. 


(B) If all of the stock is owned by corporations, and if, 
at the time of adoption of the plan of liquidation, 
the then holders of 80% of the voting stock, which 
is owned by others than the “controlling corpor- 
ate owner” (if any), file written elections to have 
the benefits of the provision, then those so filing 
and all other stockholders (whether of voting or 
of non-voting stock) which file such elections are 
entitled to the benefits of the provision (but said 
benefits are not available to the “controlling cor- 
porate owner”). 


(C) If there are both corporate and non-corporate stock- 
holders: 


(1) If, at the time of adoption of the plan of liqui- 
dation, the then holders of 80% of the voting 
stock owned by non-corporate stockholders 
file written elections to have the benefit of 
this provision, then those so filing and all 
other non-corporate stockholders (whether of 
voting or of non-voting stock) who file such 
elections are entitled to the benefits of the 
provision; and/or 


(2) If, at the time of adoption of the plan of 
liquidation, the then holders of 80% of the 
voting stock owned by corporate stockhold- 
ers (other than the “controlling corporate 
owner,” if any) file written elections to have 
the benefits of the plan, then those so filing 
and all other corporate stockholders (whether 
of voting or of non-voting stock) which file 
such elections, are entitled to the benefits of 
this provision (but said benefits are not avail- 
able to the “controlling corporate owner’’). 

(3) The election of the corporate stockholders is 
entirely independent of the election of the 
non-corporate stockholders, and vice versa; 
each group acts independently of the other. 


II, LIQUIDATIONS PURSUANT TO SECTION 112(b)(7) 
RELATE EXCLUSIVELY TO THE TREATMENT OF 
GAINS RESULTING FROM THE LIQUIDATION: 


There is no reference whatsoever in this provision to the 
treatment of losses; accordingly, resulting losses from the 
liquidation are to be reported in accordance with other 
provisions of the law, regardless of whether or not the 
recipient shareholders, corporate or non-corporate, filed 
elections to have the benefits of this provision. 


III. TIME PROVISOS: 


(A) Under this provision complete liquidation must 
occure entirely during the month of December, 
1938. (Ordinary dividends received by the stock- 
holders during the month of December, 1938, do 
not reduce the earned surplus of the paying cor- 
poration for the purpose of Sec. 112(b)(7); the 
statute is not clear as to the treatment of such 
distributions; the effect may be, if the provision is 
literally construed against the recipient stock- 
holders, that there will be double taxation ;—-ac- 
cordingly, until this matter is clarified, an ordinary 
dividend distribution should be avoided during 
the month of December, 1938.) 


(B) The liquidation must be made in pursuance of the 
plan of liquidation which must be adopted sub- 
sequent to the enactment of the Revenue Act of 
1938, May 28, 1938. 
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(C) At the time of distribution in liquidation, securities 


(D) 


which had been acquired subsequent to April 9, 
1938, are treated exactly as is cash, so it may be 
advantageous for corporations contemplating com- 
plete liquidations under Sec. 112(b)(7) not to dis- 
pose of existing securities for the purpose of 
conversion into cash or acquisition of new se- 
curities. 

Written elections to have the benefits of this stat- 
utory provision must be filed within thirty days 
after the adoption of the plan of liquidation; such 
filing may be either by the stockholders or by the 
liquidating corporation; the manner of making 
and filing elections are as provided in the Regu- 
opr of the Commissioner (T. D. 4809, 383 CCH 
{ 6337). 


IV. CALCULATION OF THE “RECOGNIZED” POR- 


TION 


OF THE GAIN RESULTING FROM THE 


LIQUIDATION: 


(This applies only to the gain upon shares owned, at the 
time of adoption of the plan of liquidation, by electing 
shareholders, that is, by the shareholders who, within 
thirty days after the adoption of the plan of liquidation, 
filed written elections.) 


(A) In the absence of the provisions of Sec. 112(b)(7), 


the taxable gain resulting from the corporate 
liquidation would be the actual gain, 1.e., the dif- 
ference between the cash and fair market value of 
property received by the stockholder and the tax 
basis to him of the stock with respect to which 
the distribution was received, and this gain would 
be treated as a capital gain. 


(B) The amount of “recognized” gain under Sec. 


112(b)(7): 

(1) The recognized gain is (1) the ‘‘cash” received 
by the stockholder or (2) his proportionate 
share of the distributing corporation’s “tax- 
able earned surplus,” whichever is greater, 
but in no event may the recognized gain 
exceed the actual gain as per (A) above. 
(For this purpose (1) the term “cash” in- 
cludes stock or securities received in liquida- 
tion which had been acquired by the distributing 
corporation subsequent to April 9, 1938; (2) 
the expression “taxable earned surplus” of the 
distributing corporation means its earnings 
or profits accumulated after February 28, 1913, 
computed as at December 31, 1938, without 
deduction for distributions made during De- 
cember, 1938.) 

(2) The effect of (1) above is: 

(a) If the actual gain is less than either the 
“cash” received (as above defined) or the 
stockholder’s proportion of the distribut- 
ing corporation’s “taxable earned surplus” 
(as above defined), then the recognized 
gain is equal to the actual gain. 

(b) If the actual gain exceeds both the “cash” 
received (as above defined) and the stock- 
holder’s proportion of the distributing 
corporation’s “taxable earned surplus” (as 
above defined), then the amount of the 
recognized gain is either the amount of 
the said “cash” received or the proportion 
of the said “taxable earned surplus,” 
whichever is greater. 


(C) How the amount of recognized gain is to be taxed 





to the recipient shareholder: 
(1) To corporate stockholders: 


In the case of corporate stockholders, the 
recognized gain is to be treated as a capital 
gain. 

(2) To non-corporate stockholders: 


In the case of non-corporate stockholders, so 
much of the recognized gain as does not 
exceed the stockholder’s proportion of the 
distributing corporation’s “taxable earned 

surplus,” (as above defined) is to be treated 





as a dividend, and the balance of the recog- 
nized gain, if any, is to be treated as a 
long-term capital gain or short-term gain, 
as the case may be, according to the period 
of ownership of the stock in the distribut- 
ing corporation. 


V. THE “BASIS” TO THE RECIPIENT STOCKHOLDER 
(CORPORATE AND NON-CORPORATE) OF THE 
PROPERTY RECEIVED IN LIQUIDATION: 


The new “basis” is the old “basis” for the stock in the 
liquidating corporation, decreased by the amount of 
MONEY received, and increased by the amount of 
recognized gain (whether treated, in whole or in part, 
as dividend or as capital gain). 


(A) Nothing is contained in the law as to how this 
basis shall be allocated among the various proper- 
ties received in liquidation. It is fair to assume 
that the allocation will be on the basis of the fair 
market value of the property at the time of its 
receipt. 

(B) Holding period: 

In the case of non-corporate stockholders and 
only with respect to them is the holding period 
of importance. The statute provides, in effect, 
that the property received in liquidation (in- 
cluding the property represented by the ordi- 
nary dividend) shall be deemed to have been 
held during the period the stockholder held the 
stock in the liquidating corporation with respect 
to which the distribution (both ordinary and 
liquidating dividend) was received. 


VI. CAUTIONS TO BE OBSERVED AND SPECIAL 
PROBLEMS TO BE CONSIDERED IN CONNECTION 
WITH PROSPECTIVE LIQUIDATIONS UNDER SEC. 
112(b)(7): 

(A) No ordinary dividend during December, 1938. 

(B) Formal adoption of plan of liquidation. 

(C) Filing of elections. 

(D) In all cases, determination as to whether ordinary 
liquidation or special Sec. 112(b)(7) liquidation is 
more economical. 

To understand the application of Sec. 112(b) (7), it 
is probably desirable to consider specific problems. 

Let us consider a series of such examples: 


The taxpayer is an individual; the value of his 
share of the liquidating distribution is $100.00; his 
basis therefor is $40; accordingly, his arithmetical 
gain is $60, and this measures the limit of his taxable 
income. This is so, because, in no event, can Sec. 
112(b)(7) increase the amount of profit which would 
result from distribution in complete liquidation pur- 
suant to Secs. 115(c), 111 and 112. 


Referring to the appended tables, the governing 
factor with respect to the identification of recognized 
gain as a dividend is the taxpayer’s proportionate 
share of the distributing corporation’s “taxable 
earned surplus.” In Table A, this amount is zero; 
in Table B, $25; in Table C, $65. The Act provides, 
as we have seen, that so much of the recognized gain 
as does not exceed the stockholder’s proportion of 
the “taxable earned surplus” is to be treated as a 
dividend. Therefore, in Tables A and B, the por- 
tion of the reportable gain to be so treated would 
be limited to the distributed portion of “taxable 
earned surplus,” $0 and $25 respectively. With re- 
spect to Table C, inasmuch as the reportable gain 
is limited to the arithmetical or actual gain, all of 
the gain of $60 would be treated as a dividend. 


Examining Table A, illustration (1) separately, we 
find that where no “cash” has been received and 
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where there has been no distribution of the corpora- 
‘taxable earned surplus,” there can be no rec- 





IV. Miscellaneous 


Under this caption I shall discuss with you very 
briefly as many selected topics as space will permit. 
Among the more important items with which you 
should become familiar are: 





gain. Keeping in mind the definition of 


recognized or reportable gain, and the provision of 
the Act with respect to dividends, let us consider il- 
lustrations (2), (3) and (4). In each instance the 
reportable gain is treated as a capital gain. In illus- 
tration (4), the reportable gain is limited to the ac- 
tual gain of $60, and that amount is considered a 
capital gain. 

With respect to Table B, the amounts taxable as 
dividends in each illustration are fixed by the stock- 
holders’ share of the distributing corporation’s “tax- 
able earned surplus.” As regards capital gains, where 
the distribution of “cash” is greater than the amount 
treated as a dividend, the excess is considered a capi- 
tal gain. 


In illustration (4), however, where again 


TABLEA 


PROPORTIONATE SHARE OF “TAXABLE EARNED SURPLUS” —————————-——- 
$0——_—__— 





Report- 
“Cash” Divi- Capital able 
No. Received dend Gain Gain 


Received in Liquidation: 
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ILLUSTRATIONS SUPPORTING SEC. 112(b)(7) 





—_—-—S}  3——————— 





Market value of net (1) $ -O- $ -O- $ -O $ -0 
assets $100.00 (2) 10.00 -0- 10.00 10.00 
Basis of stock sur- (3) 30.00 -0— 30.00 30.00 
ee ees 40.00 (4)—-65.00 = -0- 60.00 60.00 





Actual gain... $ 60.00 








Treatment of worthless securities. 

Deductions for contributions. 

Deductions for charitable contributions by cor- 
porations. 

Gain or loss upon disposition of installment obli- 
gations resulting from liquidation. 

Change in Section 102 (surtax on corporations im- 
properly accumulating surplus). 

Reduction of trust exemption. 

Information returns by corporations as to sal- 
aries of officers. 

Change in provision with respect to employees’ 
trusts. 

Undistributed net income of personal holding 
companies. 

Deficiency dividends. 

Capital stock tax—excess-profits tax. 


(1) TREATMENT OF WORTHLESS SECURITIES: 


Worthless stock and rights [Sec. 23(g)]: 


Losses from worthless stock and stock rights are 
now considered as losses from the sale or exchange 
of capital assets as on the last day of the year 
of worthlessness and subject to the capital loss 
limitations imposed by Section 117. In prior 
Acts such losses were deductible in full as ordinary 
losses. 


(b) Vorthless bonds, notes, etc.: 


A similar provision, with respect to worthless bonds, 
notes, etc., is made applicable to taxpayers other 
than banks and trust companies. [Sec. 23(k) (2) 
and (3).] Bonds, notes, or other evidences of 
indebtedness issued by corporations (including 
those issued by governments and political sub- 
divisions) which are ascertained to be worth- 
less during the taxable year, are considered to 












the recognized gain is limited to the actual gain, only 
$60 is reportable as a capital gain. 

Table C presents no special difficulty. The recog- 
nized gain is limited to the actual gain and all of it 
is treated as a dividend, inasmuch as it is not in ex- 
cess of the taxpayer’s proportionate share of the dis- 
tributing corporation’s “taxable earned surplus.” 

The “basis” for the property (exclusive of money) 
received in the liquidation, in each of the illustra- 
tions, for all tables, is the “basis” of the stock sur- 
rendered, decreased by the amount of money re- 
ceived, and increased by the recognized or reportable 
gain. : 

In all of the illustrations “cash” received has been 
deemed to be money. It might have included se- 


curities acquired by the corporation after April 9, 
1938. 







TABLE B TABLE C 








a 


—— 6G 
Report- Report- 

New Capital able New Capital  aole New 

Basis Dividend Gain Gain Basis Dividend Gain Gain Basis 





ne 


$40.00 $25.00 $ -0- $25.00 $65.00 $60.00 $ -0—- $60.00 $100.00 


40.00 25.00 —0- 25.00 55.00 60.00 -0- 60.00 90.00 
40.00 25.00 5.00 30.00 40.00 60.00 —-0 60.00 70.00 
35.00 25.00 35.00 60.00 35.00 60.00 -0- 60.00 35.00 





be taxable losses sustained on the last day of 
such year. The securities under discussion are 
those classified as capital assets, so that the 
provision is not, therefore, applicable to securi- 
ties held by dealers. Debts owed by individuals 
and debts of corporations not evidenced by 
written bonds or notes are not affected. These 
are provided for in Sec. 23(k)(1). 


(2) DEDUCTIONS FOR CONTRIBUTIONS: 


The 1938 Act, by Sec. 23(0), allows a deduction for 
contributions only if payment is made within the 
taxable year. This Act also changes the 1936 Act 
by providing that contributions made by an in- 
dividual must be to domestic institutions, thus con- 
forming, in part, to the 1936 provision with respect 
to corporate donors. Under Section 183(c) partner- 
ship contributions are no longer deductible by the 
firm but are to be taken by the partners in their 
individual returns. 


(3) DEDUCTIONS FOR CHARITABLE CONTRIBU- 
TIONS BY CORPORATIONS: 


Under Section 23(q), a corporation is allowed to take 
as a deduction contributions made up to 5% of its 
net income before deducting such contributions. 


Under Section 23(a)(1), there are allowed as deduc- 
tions “all the ordinary and necessary expenses paid 
or incurred during the taxable year in carrying on 
any trade or business... .” 


Some contributions may fall within the provisions 
of both Sections 23(a)(1) and (q). A new provi- 
tion, Sec. 23(a)(2), prevents deduction as an ex- 
pense of items which, within the 5% limit, are 
deductible as charitable contributions. The denial 
of the full deduction may be unfair in certain in- 
stances. 


(4) GAIN OR LOSS UPON DISPOSITION OF IN- 
STALLMENT OBLIGATIONS RESULTING FROM 
LIQUIDATION: 

If an installment obligation is distributed by a sub- 
sidiary corporation to its corporate parent in the 
course of a complete liquidation under Section 
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112(b)(6), then no gain or loss with respect to the 
distribution of such obligation shall be recognized 
to the subsidiary corporation. [Sec. 44(d).] This 
brings Sec. 112(b)(6) liquidations into agreement 
with the tax-free provisions of the other reorgani- 
zation exchanges. 


(5) CHANGE IN SEC. 102 (SURTAX ON CORPORA- 
TIONS, IMPROPERLY ACCUMULATING SUR- 
PLUS): 

Some of the proponents of the “infamous Third Basket” 
proposal argued that it was necessary to impose 
severe taxes on prosperous independent corpora- 
tions because Sec. 102 was difficult of administrative 
enforcement. In order to make Sec. 102 more effec- 
tive, a new sub-section, “(c),” was added. It reads 
as follows: 

“The fact that the earnings or profits of a corpora- 
tion are permitted to accumulate beyond the rea- 
sonable needs of the business shall be determinative 
of the purpose to avoid surtax upon shareholders 
unless the corporation by the clear preponder- 
ance of the evidence shall prove to the contrary.” 

The intended effect of the sub-section is to place on 
the taxpayer the burden of proving by the clear 
preponderance of evidence the non-existence of the 
prohibited purpose. 

In the computation of “Undistributed Section 102 Net 
Income,” denominated “retained net income,” in the 
1936 Act, the 1938 Act continues neither (1) the 
former Sec. 26(c) credit because of contracts re- 
stricting the payment of dividends, nor (2) the Sec. 
27(b) dividend carry-over provision. The new Act 
does provide, in effect, for the carry-over of a net 
loss suffered in one taxable year to the succeeding 
taxable year (Sec. 27(b)(2)). 


(6) REDUCTION OF TRUST EXEMPTION: 

Every trust, the net income of which for the taxable 
year is $100 or over, must file a return. Prior acts 
required returns for trusts having a net income of 
$1,000 or more. This change is made to conform to 
the reduced exemption of trusts under Sec. 163. This 
latter section provides that “a trust shall be allowed 
(in lieu of the personal exemption under Sec. 
25(b)(1)) a credit of $100 against net income.” 

Under the Amendment made in 1937 to the 1936 Act, 
no exemption was allowed a trust if the trust instru- 
ment required or permitted the accumulation of any 
portion of the income of the trust and there was not 
distributed an amount equal to the net income. 

Under the 1938 Act, any trust, whether of the type 
mentioned above, or the type where the entire in- 
come is distributed has a “credit” of $100. 


(7) ne Ty aad cet RETURNS BY CORPORATIONS 
TO SALARIES OF OFFICERS: 


: " jae subject to taxation under Title I, is 
required to submit with its tax return a list of all 
officers and employees to whom it paid $75,000 or 
more for personal services rendered. This com- 
pares with $15,000 under the 1936 Act. The sub- 
section is further amended to provide that such 
lists are to be made available to the public by the 
Secretary of the Treasury. 

(8) CHANGES IN PROVISIONS WITH RESPECT 

TO EMPLOYEES’ TRUSTS: 

Under the 1938 Act (Sec. 165), the income from trusts 
formed by an employer for profit sharing, stock 
bonus or pension purposes for the exclusive benefit 
of his employees is not taxable if the following two 
provisions are complied with: 


(a) That the contributions made by the employer 
or employee, or both, are made for the purpose 
of accumulating sufficient funds to distribute 
both earnings and/or principal to employees in 
accordance with such plan, and 

(b) That, for taxable years beginning on or after 
January 1, 1939, it is impossible under the terms 
of the trust agreement, to divert any funds, 

whether principal or income, to extraneous pur- 
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poses, prior to the satisfaction of all liabilities 
to employees under the trust. 

Any amount distributed to a beneficiary, or made 
available to him, in any taxable year, shall be tax- 
able to the extent that it exceeds the amounts which 
he paid into the trust. 


This section differs from the corresponding section of 
prior acts mainly through the insertion of clause (b) 
above. Under prior acts such trust was exempt 
from tax even though it was possible by its terms 
for an employer to revoke or alter the trust at any 
time so as to deprive his employees of the benefits 
they had expected to receive. 

Employers are allowed as deductions, in addition to 
sums paid in any one year to cover the pension lia- 
bility of that year, a reasonable amount paid into 
such trust during the taxable year in excess of such 
contributions if (a) such amount had not been al- 
lowable theretofore as a deduction and (b) such 
amount is apportioned equally over 10 consecutive 


years beginning with the date of such payment. 


[Sec. 23(p).] 


(9) UNDISTRIBUTED NET INCOME OF PERSONAL 
HOLDING COMPANIES: 
The tax on the “undistributed net income” of personal 
holding companies remains unchanged: 
65% of the first $2,000 thereof, and 75% of the 
amount thereof in excess of $2,000 


However, the method of ascertaining “undistributed 
net income” has been changed. The method of com- 
putation is hereinafter explained. 


In computing the “undistributed net income” of per- 
sonal holding companies, “Title IA net income” 
must first be ascertained: 


“Title IA Net Income” is defined as net income 
(computed under Title I, practically the same as 
last year) less: 

(a) Federal income, war profits and excess-profits 
taxes paid or accrued during the year, but not 
including the tax because of unreasonable ac- 
cumulation of surplus. 

(b) Contributions up to an amount which is 15% of 
the net income before deducting such contribu- 
tions and before the deduction of the disallowed 
depreciation and expense charges hereinafter 
mentioned. Beginning with the 1937 Act, and 
continued in Sec. 406(b) of the 1938 Act, per- 
sonal holding companies owning or operating 
property are not allowed, for the purpose of 
computing “Title IA Net Income,” to deduct 
depreciation and expense charges which exceed 
the rent or other compensation received for the 
use of the property, unless the Commissioner is 
satisfied that: 

(1) The rent received was the highest obtain- 
able, or if none were received, that none 
could be obtained; 

(2) The property was held in the course of a 
business carried on for profit; and 

(3) Either that there was reasonable expecta- 
tion that the property could be operated 
at a profit, or that the property was neces- 
sary for the conduct of the business. 


From “Title IA Net Income,” as defined above, two 
items are to be deducted in order to arrive at the 
“Undistributed Title IA Net Income”: (a) “divi- 
dends paid credit” and (b) “indebtedness credit.” 
(a) The “dividends paid credit” is that provided in 

Sec. 27(a), modified as follows: 

The “accumulated deficit” element, item (3) of 
Sec. 27(a), is excluded; 

The “indebtedness” element, item (4) of Sec. 
27(a), is excluded. 

Dividends paid within two and one-half months 
after the close of the taxable year may be 

considered in the computation of the “divi- 

dends paid credit” by virtue of Sec. 405(c)(3). 
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The amount that may be paid, however, is 
limited to the smallest of the following: 


(1) The accumulated earnings and profits as 
of the close of the taxable year; or 
(2) The “Undistributed Title IA Net Income” 
for the taxable year, computed without 
regard to the above subsection; or 
(3) 10% of the sum of 
(a) The dividends paid during the tax- 
able year, but not including dividends 
paid by virtue of this provision; and 
(b) The consent dividend credit for the 
taxable year. 
(By virtue of the above provision, a personal 
holding company is permitted, after the close 
of the taxable year, to distribute additional 
dividends for the said taxable year, and thus 
escape, in part, at least, the heavy taxes on 
undistributed net income.) 

(b) The “indebtedness credit” provision relates to the 
deductibility of amounts used or irrevocably set 
aside to retire indebtedness of any kind in- 
curred prior to January 1, 1934, and remains 
the same as under the 1936 Act. 


The following problem will serve to illustrate the 


computation of the “Undistributed Title IA Net 
Income”: 
Problem: 


The X Personal Holding Company has the fol- 
lowing items of income in 1938: 


(1) Interest on corporate bonds...... $ 50,000 
(2) Rents from property............«. 25,000 
ES) Cr 50,000 
(4) Interest on partially tax-free U. S. 

bonds ...... As erates, OMe ee 10,000 


otal mMCome .......4..0..0250455 $135,000 


Contributions actually paid during the year amounted 
to $20,000. The expenses incurred in connection 
with the upkeep of the property amounted to $22,000. 
The depreciation amounted to $5,000. (It is assumed, 
for the purposes of this problem, that the excess 
of the expense in running the property over the 
income derived therefrom is disallowed due to fail- 
ure on the part of the taxpayer to meet the require- 
ments of Sec. 406(b).) | Federal income and profits 
taxes paid in 1938, on 1937 income amounted to 
$20,000. Dividends paid in 1938 amounted to $40,000. 
The consent dividend credit amounted to $10,000. 
$10,000 was set aside in 1938, in partial retirement of 
a $25,000 mortgage indebtedness incurred January 
1, 1930. The accumulated earnings and profits at 
December 31, 1938, amounted to $100,000. Dividends 
paid February 1, 1939, by virtue of Section 405(c) 
amounted to $6,500, the most that is allowable under 
the provisions of that section. 


Solution: 


COMPUTATION OF “TITLE I 
NET INCOME” 
Gross income: 
(1) Interest on corporation bonds. $50,000 
(2) Interest on partially tax-free 


te BONES: 6 oo cage asc aes 10,000 
(3) Rents from property........ 25,000 
(4) Dividends .......... secs SOROO 
(5) Total income ...... pve LS5,000 
Deductions: 
(6) Expenses of upkeep of prop- 
Re eer eae er re eee $22,000 
(7) Depreciation of property.... 5,000 
(8) Contributions (actually paid 
$20,000—5% limitation)..... 5,400 32,400 
(9) Hee BCOMIS. j 6c ein Gad onceuaaes $102,600 
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COMPUTATION OF “TITLE IA 
NET INCOME” 


(10) Net income (per item 9, above)...... $102,600 
(11) Add contributions or gifts deducted 
in computing item (10)............. 5,400 


(12) Excess of expense and depreciation 
of property over income derived 





ENON SS cache me ysehcmolishn eee 2,000 
i (ito. ae 
(14) Less contributions (not to exceed 

15% ot item 13)......... .. $16,500 
(15) Federal income and profits 

MRE GIL Soc rca on olan heen ors 20,000 
(16) Total of iterhs 14 and 15............ 36,500 
(27) “Tatle TA. Niet: Tncone” sce sess cco $ 73,500 


COMPUTATION OF “UNDISTRIBUTED 
TITLE IA NET INCOME” 
AW 8S ee ereree $ 73,500 
(19) Less: 
Dividend paid credit (a) divi- 
dends paid in 1938, $40,000, 
plus (b) “consent dividend 
credit,” $10,000, plus 10% 
of the sum of (a) and (b), 
as provided in Section 


SL (3) Ce . $55,000 
(20) Amount used to retire in- 
debtedmeéss ...........5s4.: 10,000 65,000 


(21) “Undistributed Title IA Net Income”. $ 8,500 


(10) DEFICIENCY DIVIDENDS: 
Under the Revenue Act of 1936, a personal holding 


company could not avoid a tax on undistributed 
income which arose by reason of a deficiency as- 
sessment made by the Commissioner. Under the 
new provision, a personal holding company, which 
has had its undistributed net income increased by 
action of the Commissioner increasing gross income 
and/or disallowing deductions, credits or exemp- 
tions, is allowed sixty days following a final fixing 
of a Title IA (personal holding company) deficiency 
to make dividend distributions which are a credit 
against the principal amount of such deficiency. 


Such credit for dividend distributions is allowed at 


the rate of 65% of the amount thereof not in excess 


of $2,000, and 75% thereof in excess of $2,000. 


An example of the operation of this section follows: 
A personal holding corporation is assessed an addi- 


tional tax of $7,500 on additional net income of 
$10,000, and interest of $1,000. In order to receive 
the benefits of this section, the taxpayer must file 
within 30 days after the date of the closing agree- 
ment, final decision of the Board, or final judgment 
a notice of intention to claim a deficiency dividend 
credit, and within 60 days of the closing agreement, 
etc., it must have paid the $10,000 as dividends and 
filed the claim for credit. Amount of credit: 





$2,000 at 65%............ $1,300 
$8,000 at 75%............ 6,000 
ee _. $7,300 





(No credit will be allowed under this section when 
any part of the deficiency is due to fraud with 
intent to evade tax or to failure to file the return.) 


(11) CAPITAL STOCK TAX—EXCESS-PROFITS TAX 
(SECS. 601 AND 602): 


The capital stock tax rate of $1 per $1,000 of declared 


value is continued; the 6% to 12% excess-profits tax 
rate is likewise continued. A new declared value 
is permitted beginning with the year ending June 
30, 1938, and at the end of each three-year period 
thereafter. A new declared value is permitted for 
corporations coming out of bankruptcy or receiver- 
ship. It is regrettable that taxpayers will be com- 
pelled to continue guessing. 
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Recent Kentucky Tax Legislation 
-and the Farmer 


(Continued from page 523) 


tax which on the whole discriminated in favor of the 
farmer as compared with professional and business 
classes. 

For a number of years prior to 1936 the state had 
imposed a tax of $1.25 a barrel on beer consumption, 
but had not levied any tax on the consumption of 
other types of alcoholic beverages. The 1936 Leg- 
islature, still with the collaboration of the admin- 
istration, provided for a tax of $1.04 a gallon on 
whiskey, gin, brandy, and other distilled spirits, and 
25 cents a gallon on wine. At the same time, the 
beer tax rate was substantially increased and more 
adequate provision for administration was made. 
The consequence of this legislation has been the ad- 
dition of roughly three million dollars to the total 
tax payments by alcoholic beverage consumers of 
Kentucky. The General Assembly also defeated a 
proposal to increase sharply the tax rate on liquor 
production, and thereby prevented the destruction 
of this source of revenue which such a disaster to 
distilling would have effected. In consequence of 
the 1936 legislation the Commonwealth enjoyed dur- 
ing the fiscal year 1936-37 total revenue from alco- 
holic beverages amounting to a trifle under ten 
million dollars. 

The implications of increased liquor taxation for 
the agricultural tax load are apparent. Dependence 
on alcoholic beverage taxes in very large part means 
dependence on a revenue source to which the agri- 
cultural population makes a comparatively small 
contribution. In other words, as in the case of in- 
come taxation, the urban population largely pays 
alcoholic beverage taxes. 

In order to meet the revenue needs of the Com- 
monwealth it was essential to employ certain excise 
taxes other than liquor and beer taxes. The measures 
actually adopted included a tax on utility gross re- 
ceipts, a tax on admissions to places of amusement, 
a tax on the sale of cigarettes, and a tax on the use 
of motor vehicles. Since utility services are enjoyed 
almost exclusively by city population, amusement 
enterprises are practically confined to municipal 
areas, and cigarette consumption is two to three 
times as great per capita in urban as compared with 
agricultural population, it is apparent that this part 
of the revenue program is supported very largely by 
contributions from non-farm citizens. The only tax 
of the group which is paid in large part by the agri- 
cultural population is the automobile use tax, and 
even that appears to fall about twice as heavily on 
urban as on rural population. 

One of the most fundamental revisions effected in 
the tax system by the 1936 General Assembly was 
substantial increase in death tax rates and consider- 
able improvement in administration. An inheritance 
tax, in any event, is paid only by those who receive 
legacies from other people; and the rates are sub- 
stantial only in the event the legacy is a very large 
one or comes from a person not closely related and 
hence is in the nature of a windfall to the recipient. 
In the entire tax system there is probably no element 





September, 1938 








which effects as little hardship as does the inher- 
itance tax. For this and other reasons, increase in 
the death tax rate was long overdue. 


Although the revenue from the inheritance tax is 
derived almost wholly from urban and suburban 
communities, this measure seems to have compara- 
tively little significance when it comes to dealing 
with the agricultural tax load because it actually 
constitutes an insignificant burden on everybody. 


Not only has Kentucky in the past five years, and 
particularly in the past two years, shifted from a tax 
system which discriminates in its incidence against 
the farmer to one which definitely discriminates in 
his favor, but certain special additional favors under 
the present tax system have deliberately or inciden- 
tally been provided for the farm population. In the 
first place, the General Assembly of 1936 provided 
that trucks weighing less than 3,000 pounds, if owned 
by farmers, should be subject to no registration tax 
except a nominal $4.50, the same fee as applied to 
passenger automobiles. This special tax favor to 
agriculture is one which seems to have no social 
justification whatever other than the desire of the 
state to aid its farm population. 


In the second place, an incidental discrimination 
for the benefit of farmers was introduced in the rural 
electrification act. This measure provides that rural 
electrification codperatives shall be wholly exempt 
from taxation except as to the tangible property they 
may own and a $10 nominai tax paid annually inci- 
dent to maintaining appropriate records. It may be 
suggested that this extraordinary discrimination is 
the result of a deliberate effort to favor a new type 
of economic endeavor and the fact that farmers are 
the beneficiaries is incidental. Irrespective of the 
General Assembly’s social philosophy, the actual net 
effect of this legislation is to relieve the farm popu- 
lation of its normal share of the tax load to the extent 
that the rural electrification codperatives fail to pay 
taxes which would be required of other comparable 
cooperative enterprises. 


Summary 


It has been shown that prior to this century, and 
in large part prior to the last ten or fifteen years, 
agriculture, both in Kentucky and in the United 
States as a whole, has paid more than its share of 
taxes—not primarily because of a deliberate discrim- 
ination against the farm population but because of 
the predominance of the property tax, which resulted 
in those industries that employ large proportions of 
tangible property being the victims of discrimination. 
This situation obtained throughout the United 
States almost to the time of the World War, and 
continues to be prevalent in a number of backward 
states. 

Gradually, however, the antiquated plan of de- 
pending solely or almost entirely on property taxa- 
tion has been replaced by the development of other 
sources of tax revenue, especially gasoline and other 
motor-user taxes, but also income, inheritance, gross 
sales, and selective excise taxes. The consequence 
has been to reduce definitely the proportion of the 
total cost of government borne by the farm popula- 
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tion. Incidentally, there has been a concomitant de- 
velopment of increased services to agriculture which 
has been without parallel in history. 

In Kentucky the completion of this task of provid- 
ing adequate farm services such as highways, schools, 
and relief for incompetent classes has been effected 
by revolutionary changes of the past five years, and 
particularly by those worked out through the efforts 
of the 1936-37 General Assembly. Under Governor 
Chandler’s leadership, it has been possible also to 
enact legislation which enables the Commonwealth 
to derive its taxes primarily from urban communi- 
ties rather than, as formerly, very largely from rural 
areas. It would appear, in fact, that the 1936-37 
General Assembly has virtually adopted an agricul- 
tural tax program. For example, it is interesting to 


Irrevocable Trusts and Life 
Insurance Policies 


(Continued from page 516) 


and, unless the assignee has designated a beneficiary 
(and that may not be the insured) the proceeds will 
go to the demised assignee’s estate. 

All these objections, vital as they are, however, 
pale into insignificance by comparison with the one 
to follow. 

Every insured carries an important burden almost 
throughout his entire lifetime. He continues pay- 
ing premiums with the object in view of providing 
income (when he is not able to do it any more) for 
his dependents (ordinarily wife and children, or pri- 
mary and secondary beneficiaries). He provides a 
“mode of payment,” thus protecting his wife and 
children as far as the future is concerned. He even 
makes it impossible for his wife and children to 
change said mode of payment, protecting them 
against their own will or in spite of it. Thus, the 
object of his sacrifice is not only his wife (the pri- 
mary beneficiary) but also his children (the sec- 
ondary beneficiaries) and all this is destroyed by an 
absolute assignment, enabling the assignee (the pri- 
mary beneficiary) to do so as she pleases. No tax 
saving, no matter what its nature is or may be will 
ever compensate the insured for the loss so sus- 
tained by virtue of the use of the “absolute assign- 
ment” form. 


Absolute Owner Form 


There is no difference between an absolute owner 
and an absolute assignee. Both may do with the re- 
spective policies as they please. The only difference 
is that an absolute owner form provides a beneficiary, 
and the insured is ordinarily designated as the bene- 
ficiary. 

Now, this designation of a beneficiary is not ir- 
revocable, that is the owner reserves the right to 
change the beneficiary, and the new beneficiary may 
not be the insured. 

With the above mentioned exception, there is 
hardly any difference between an absolute owner and 
an absolute assignee. The objections heretofore enu- 
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compare the plan of taxation now effective in Ken- 
tucky with that proposed in January, 1936, by the 
Kentucky Farm Bureau Federation. 

It is important to observe in this connection that 
the tax program in Kentucky is geared perfectly with 
the general agricultural extension program of rural 
rehabilitation. Without the leadership which has 
been provided by the United States Department of 
Agriculture, largely through the extension and ex- 
periment station programs, agriculture in Kentucky 
might still be in the doldrums. From a long-range 
point of view, perhaps agriculture depends even more 
fundamentally on the revision of the tax system and 
of the plan of tax administration which has been 
effected in Kentucky in the last two years than on 
other aspects of the farm improvement program. 


merated as regards an absolute assignment equally 
apply to an absolute ownership form, 


Limited Owner Form 


The name given this form by a certain life insur- 
ance company is simply in order to distinguish it 
from another form in existence and described as an 
absolute owner form. If certain provisions, con- 
tained in said form, are eliminated—well and good; 
if not, same becomes worthless for our purpose. 


Proper Provision 


So far we have learned what should not be done, 
or what is inadvisable to do. What then is the 
proper thing to do? 

Make a provision irrevocably depriving the in- 
sured of “all incidents of ownership,” that is the 
right to change beneficiaries, cash surrender the re- 
spective policy etc., during the lifetime of the primary 
beneficiary. 

By doing so one avoids all the objectionable fea- 
tures of absolute assignment and absolute owner forms. 

You will notice, such a provision, while irrevo- 
cably depriving the insured of “all incidents of own- 
ership,” does not enable the primary beneficiary to 
exercise same during the lifetime of the insured ; that 
is neither the insured individually nor the primary 
beneficiary, as such, may do so. 

The most important feature of such a provision is 
that the primary beneficiary is prevented from 
changing the secondary beneficiary or beneficiaries 
and the respective benefits. 

Upon the death of the insured, the mode of pay- 
ment of the respective policy goes into full force and 
effect, and the proceeds are not part of the insured’s 
estate. 

In the event the primary beneficiary predeceases 
the insured, all rights and benefits of the respective 
policy automatically revert to the insured. This is 
in the nature of a “possibility of a reverter,” that is 
a new condition of affairs, the result of circum- 
stances over which the insured has no control. 

These are my observations and comment for the 
time being. 
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Federal Bankruptcy Act—Including the Chandler 
Bill. Commerce Clearing House, Inc., Chicago. pp. 
184. VPrice $1.00. 

Here is a convenient new book reproducing the 
Federal Bankruptcy Act, as amended, including the 
Chandler Act. Everything is in full text, and in 
place to show just how the basic bankruptcy law 
stands today. A prefatory statement helps the user 
to understand exactly what changes and amend- 
ments were effected to bring about the most drastic 
revision of the Bankruptcy Law in forty years. 
Quick reference to any provision is facilitated by the 
detailed table of contents and comprehensive topical 
index. 


Introduction to Federal Taxation—Revised Edi- 
tion, by George T. Altman. Commerce Clearing 
House, Inc., Chicago. pp. 168. Price $2.00. 


Based upon the same sound plan as preceding edi- 
tions, this revised new edition carefully reflects the 
changes resulting from the Revenue Act of 1938. 
In his text, the author develops through an orderly 
step-by-step method the basic principles underlying 
federal taxation as laid down in leading U. S. Su- 
preme Court decisions. The emphasis is on the ap- 
plication of these principles to the more important 
Federal Income Tax, with special attention devoted 
in a separate chapter to related taxes, including the 
capital stock, excess profits, gift and estate taxes. 

To accompany the text, the author, in the light of 
his teaching experience, has prepared a supplement 
of apt and adequate problem material. This mate- 
rial, comprising some 150 searching problems and 
practice exercises in the preparation of returns, is 
planned like the text to bring out for the student the 
fundamental principles of federal taxation. For the 
convenience of the instructor, the author has pre- 
pared a confidential “key” of solutions to the prob- 
lems, including large-scale, filled-in reproductions of 
the returns called for by the practice exercises. 


Trade Practice and Price Law—Federal, by John 
W. Norwood. Commerce Clearing House, Inc., Chi- 
cago. pp. 266. Price $3.00. 

This book gives a plain-spoken, understandable ex- 
planation of the important regulatory laws affecting 
business today. It includes the Wheeler-Lea amend- 





ments to the Federal Trade Commission Act, as well 
as the recent Robinson-Patman Act, Miller-Tydings 
Act, State Fair-Trade Acts, and the basic Anti-Trust 
and Federal Trade Commission Laws. The book is 
enriched with pertinent references and citations and 
280 illustrative FTC rulings digested. The author 
has shown what is fair and lawful under the law as it 
exists today, and what practical remedies are avail- 
able to protect against unfair competition and illegal 
business practices. 


An Analysis of the Ownership of Farm Lands in 
Oklahoma and the Effect of the Proposed Graduated 
Land Tax. Oklahoma Tax Commission, Division of 
Research and Statistics, Oklahoma City, Okla. pp. 
170. 


Appraisal of Motor Vehicles for Property Tax 
Purposes. pp. 10. Price 25¢. 

Business and Government, by Charles C. Rohlfing, 
Edward W. Carter, Bradford W. West and John G. 
Hervey. The Foundation Press, Inc., Chicago. pp. 
780. Price $4.00. 

California Corporation Laws, by Henry Winthrop 
Ballantine and Graham Lee Sterling. Parker & 
Baird Company, Los Angeles. pp. xvili, 639. Price 
$12.50. 

Exemption and Preferential Taxation of Home- 
steads. National Association of Assessing Officers, 
Chicago. pp. 10. Price 10¢. 

Exemption of Manufacturing Plants and Machin- 
ery from Property Taxation. National Association 
of Assessing Officers, Chicago. pp. 8. Price 10¢. 

Indirect Taxes Paid by Consumers. Northwest- 
ern National Life Insurance Company, Minneapolis. 
pp. 14. 

Property Taxation of Intangibles. National As- 
sociation of Assessing Officers, Chicago. pp. 9. 
Price 10¢. 

Reducing Estate Shrinkage through Adequate 
Planning, by Ara Weaver Brubaker. A. W. Brubaker, 
Lancaster, Pa. pp. 26. Price 50¢. 

Report on Comparative Study of Corporate Taxes 
in Fifteen Industrial States, by Clarence L. Turner. 
Pennsylvania State Chamber of Commerce, Harris- 
burg, Pa. pp. 30. 
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Public Finance in the Union of 
Soviet Socialist Republics 


(Continued from page 520) 
sariat of Finance USSR created for this purpose.*° 
This Board is empowered to supervise: proper exe- 
cution of budget rules by all federal, republican and 
local administrations; the application of moneys left 
at the disposal of certain institutions (certain fees, 
etc., of their own); the fulfillment by state and co- 
Operative organizations of their obligations with 
reference to the Treasury; the work of state insur- 
ance and state savings banks (see below); the 
fulfillment by the State Bank of rules prescribed in 
connection with state and local budget operations; 
the functioning of internal control within the various 
departments, institutions and organizations (see be- 
low); the work of chief accountants with reference 
to duties imposed on them by the law of September 
29, 1932 (see above). In addition, the Board verifies 
the use of moneys appropriated in the budget or 
belonging to any industrial and public organization 
and the work of long-term credit banks (see below). 
The Board may demand all necessary documents, 
reports and papers and, in case of budget irregulari- 
ties, may insist on necessary changes; in case of 
serious irregularities, the Board or its local branches 
may raise, through the proper Commissar, the ques- 
tion of dismissal of defaulters and to submit the 
findings to the judicial authorities for criminal prose- 
cution. The Supreme Court of RSFSR declared in 
its directive decision of November 3, 1932 that “vio- 
lations of budget rules constitute socially dangerous 
acts” and should be prosecuted under Art. 111 (im- 
prisonment up to three years) or, in aggravating 
cases, under Art. 109 (imprisonment with strict iso- 
lation for not less than 6 months) of the Criminal Code. 


The order of the Commissar of Finance recom- 
mends to invite local Soviet, communist party and 
civic organizations to participate in the control-audit 
work and to make public in press results of “the 
most characteristic” (scil.: flagrant) cases under in- 
vestigation. Such “control posts” of voluntary col- 
laborators are widely used in practice. 


Intradepartmental Control 


For the purpose of strengthening the financial 
budget discipline and of eliminating illegal expendi- 
tures the law of January 16, 1936, ordered the chiefs 
of all departments and the Councils of Commissars 
(Cabinets) of member and autonomous Republics 
to organize an intradepartmental control in all bu- 
reaus and undertakings within their jurisdiction and 
to insure a full documentary revision at least once 
a year.*? 


Committee of Soviet Control 


In order to codrdinate and to improve all admin- 
istration and to check the proper execution of all 
decrees of the Council of Commissars there exists 





*S. P. (Sobraniye Postanovleniy SSSR—Collection of Decrees— 
a new designation for S. Z.) 1938, No. 22, art. 143; Order of the 
Commissar of Finance USSR of May 31, 1938 (FKB 1938, No. 16), 
Instruction of the Commissar of Finance USSR of February 23, 
1938, concerning auditing local administration (FKB 1938, No. 7). 

31S. Z. 1936, No. 22, art. 202. 
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a special Committee of Soviet Control *? attached 
directly to the Council of Commissars USSR. This 
Committee studies and supervises, through 19 sub- 
committees, all branches of Soviet administration, 
industry, trade, agriculture and codperation and 
periodically reports to the Council as to the improve- 
ments, introduced or recommended. The Commit- 
tee of Soviet Control is entrusted with taking par- 
ticular care of cases where a change of administrators 
occurred with a view to disclosing possible misman- 
agement and abuses on the part of the predecessors 
in office. All new building is supervised and con- 
trolled by a Special Committee on Building attached 
also directly to the Council of Commissars USSR.** 


In an article published by the new Commissar of 
Finance USSR Zverev in the official V Pomoshch 
Finrabotniku (No. 9, 1938) a very depressing picture 
about budget discipline is given: he explains this 
by sabotage, frequent change of the personnel and 
chaotic auditing which encourages embezzlements. 


Administration of Public Finance 


All administration of public finance in the USSR 
is entrusted to the federal Commissariat of Finance. 
It received in 1936 a new statute *4 defining its struc- 
ture, aims and functions. The Commissioner of 
Finance of the Union “directs” the work of the 
Commissars of the Republics and of the local finan- 


cial administrations, and his orders are binding on 
them. 


Further increase of centralization was introduced 
by the law of March 21, 1937,3> which took away all 
tax collection in rural localities from village Soviets 
(partly because of numerous irregularities and em- 
bezzlements) and transferred it to district (raion) 
financial sections; the assessment and collection of 
all state and local taxes (and insurance dues) is 
entrusted to tax (or insurance) inspectors and spe- 
cial collectors,** appointed by the Commissar of 
Finance of the member Republic. 


Simultaneously, by the law of April 11, 1937,3" 
the former administrative procedure of collecting de- 
linquent taxes from collective farms, codperatives and 
private citizens was replaced by a judicial procedure: 
now, in case of delinquency the tax inspector may 
apply distraint only after securing a court’s order 
(except in cases of default in grain and meat deliv- 
eries by private citizens; cf. below; here an order of 
the district collector is sufficient to enforce confisca- 
tion) ; a list of goods which does not fall under distraint 
is given in the law (inhabited house, one cow, lim- 
ited number of fowl, sheep and pigs, the necessary 
household goods, food products sufficient till next 
harvest and tools). 





2S, P. 1938, No. 7, arts. 42, 43 and 44. 
33 Decree of February 26, 1938 (Izvestia, February 27, 1938) and 


the Rules on Projecting and Financing Public Building, FKB 
1938, No. 5/6, p. 11. 


3% 6S, Z. 1936, No. 29, art. 268 and 269. 

3S, Z. 1937, No. 22, art. 85, No. 30, art. 121-125. 

%S, P. 1938, No. 21, art. 130 and Instruction FKB 1938, No. 14, 
p. 9. 

37S. Z. 1937, No. 30, art. 120. 
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Local Finance 


The law of April 25, 1926,°* declared local public 
finance (1. e. of the krais (= oblasts), raions, munici- 
palities and villages) to be a “part of the unified system 
of finances of USSR” administered by the local 
Soviets (Councils). A local budget adopted by the 
local Soviet has to secure approval of the higher 
authorities. This is in line with the general prin- 
ciple of centralization prevailing in the Soviet Union. 
On the other hand, the restriction to having revenues 
(particularly taxes) only of types prescribed by the 
Union (federal) legislation makes all local adminis- 
tration directly dependent on the central government 
of the Union. At the same time, since all adminis- 
tration of every kind in every field is guided by the 
Communist Party, with Stalin at its head (and every 
Soviet office and institution has its “secret cell” 
through which all Party orders flow), makes all 
political, social and economic life of Soviet Russia 
dependent on the rulings and decisions of the Com- 
munist Party, 2.e., Stalin himself. Utmost subor- 
dination and strict discipline are, of course, inevitable 
in a Socialist Society. 


Sources of Local Revenue 


Another peculiarity of the system of local finances 
in the Soviet Union is that the most important sources 
of local revenues represent simply shares from fed- 
erally collected taxes: as a rule, such shares are 
given in form of a percentage of the locally collected 
sum which is done with a view to increasing the 
interest of local administration in the collection of 
federal taxes. Accordingly, the following shares 
from the sums collected within the boundaries of 
the respective local village are allotted in favor of 
the local budget (details of each item see below) : 
(1) from the agricultural tax not less than 10 per 
cent of collection within the boundaries of the vil- 
lage; (2) from 25 to 50 per cent of the sums collected 
from collective and independent peasants by subscrip- 
tion to federal loans and 10 per cent from subscription 
among laborers, employees and non-rural population ; 
(3) not less than 30 per cent from the cult tax (see 
below) collected from rural population and 25 per 
cent from non-rural population; (4) not less than 20 
per cent from the individual income tax; (5) shares 
in the tax on cooperatives. 

In addition, the revenues of a village Soviet con- 
sist in incomes derived from its local property and 
undertakings, fees from documents and the purely 
local taxes and dues, namely, the sales tax on kolkhoz 
trade (collective peasants’ trade), industrial tax, tax 
on non-trade operations, inheritance and gift taxes, 
tax on fisheries (see below; they all are of small 
fiscal importance), and a tax of ten copecs on each 
cubic meter of timber extracted from local forests.*® 
The village Soviets may levy also the so-called “self- 
taxation” (samooblozheniye; see below) for certain 
local needs. 

The budget adopted by the village Soviet has to 
be submitted for approval to the Presidium of the 
raion Executive Committee. Fifty per cent of any 





%S, Z. 1926, No. 31, art. 199; 1935, No. 42, art. 358. 

% S. Z. 1936, No. 35, art. 312 and Sobr. Uzak. RSFSR 1936, No. 18, 
art. 123, S. Z. 1937, No. 40, art. 167 (shares in the proceeds from 
government loans). 
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surplus of revenue collections above the approved 
village budget remains at the disposal of the village 
Soviet and may be spent on its needs during the 
same fiscal year. This is again an artificial stimulus 
for the efficient collection of public revenue. 


Local Expenditure 


The chief expenditures of local Soviets pertain to: 
(1) local administration (the police, which is admin- 
istered by the Commissariat of the Interior, has its 
separate local boards, however),*° (2) municipal 
trading; (3) education; (4) public health; (5) social 
security; (6) agriculture; (7) local industry and 
trade; (8) participation in national defense. 

The village Soviets very often neglected to pay 
the salaries of teachers in rural schools on time, and, 
consequently, the law of June 28, 1936,*! prescribed 
that the payment of teachers’ salaries should be 
provided for by the raion budgets which received 
for that the following sources, formerly assigned to 
village Soviets, namely, for each m. quintal (220 Ibs. 
av.) : 30 copecs for grain; 15 copecs for sugar beet; 
2 rubles for meat; 20 copecs for potatoes; 1 ruble for 
milk; 15 rubles for flax, hemp and wool collected as 
federal tax in kind (see below). This pratically 
amounts to a share in the federal sales tax measured 
by the amount of compulsory deliveries and indirectly 
stimulates the zeal of the raion administration in the 
proper collection. In addition, the raion budgets 
received for the same reason (teachers’ salaries) part 
of forest revenues and shares in the sales tax on cot- 
ton and tobacco. 

With a view to strengthening centralization of 
financial administration all raion, municipal and krai 
(= oblast) financial administrative bodies were taken 
off the local budgets and included in the budgets 
of the member Republics according to a law passed 
on June 2, 1936.4 The appointment of all officers 
of the financial administration in the autonomous 
Republics, raions, krais (= oblasts) and municipali- 
ties is now made dependent on the Commissar of 
Finance of the member Republic and interference on 
the part of local administration or local Communist 
party organizations is prohibited. 


Mass of Accountability 


The mass of accountability to which Soviet ad- 
ministrative bodies are subject, is amazing. Accord- 
ing to the law of 1934, the village Soviets had to 
report periodically (every 10 days or quarterly) to 
the superior authorities on 1165 items, of which 309 
items pertained to public finance.** This flow of 
accountability has been reduced by the law of Janu- 
ary 29, 1936, in connection with taking away the work 
of collection of taxes from village Soviets (see above), 
but still the list of reports contains 657 items.** The 
raion Soviets present to the superior authorities 
periodically 111 kinds of reports containing 9692 
items, of which 2774 items pertain to public finance 





40 § 97 of the Constitution RSFSR of January 21, 1937. 
1S. Z. 1936, No. 35, art. 312. 


“2S. Z. 1936, No. 29, art. 267. This enactment is issued by the 


Council of Commissars USSR and signed also by Stalin in the 
name of the Central Committee of the Communist party. 

48S. Z. 1934, No. 63, arts. 453 and 454. 

“S. Z. 1936, No. 5, art. 42 and S. Z. 1938, No. 1, art. 8; cf. S. Z. 
1937, No. 53, art. 224. 
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and taxation. For instance, they report every 5 days 
on the progress of sowing, every 10 days on the fight 
against insects, every month on the progress of the 
“mating campaign” (0 khode sluchnoi kampanii) of 
horses (17 items) and once or twice a year on the 
‘productivity and pedigree activity” of pedigree cows, 
mares, sows, ewes, bulls, stallions, boars and rams.*° 
The collective farms (kolkhozes; see below) must 
submit to local authorities periodically 14 different 
kinds of reports on 220 items according to the decree 
of April 28, 1938,4° which contains the remark: “it 
is forbidden to any organization to demand report- 
ing which is not indicated in the present decree.” 
The abolishment of private property and private 
interest necessitates such minute supervision on the 
part of the government in a socialist society. Never- 
theless, the mass of accountability, of periodical re- 
ports and of red tape in Soviet industrial and trade 
undertakings and in Soviet state farms is simply 
overwhelming. Suffice to mention the incredible in 
its details, instruction issued by the Commissar of 
Agriculture RSFSR on October 1, 1934,‘7 with ref- 
erence to inventories in State farms. Each kind of 
grain, seeds, beans, meats, cereals, butter, machinery, 
cattle, poultry, timber, other stocks, sown areas, in- 
debtedness, etc., must be shown in detail; any dis- 
crepancy in the quantites disclosed during inventory 
in comparison with regular book entries must be 
cleared up and those responsible for shortages prose- 
cuted; for weighing all stock, correct scales and 
weights must be procured which should be submit- 
ted in advance for verification to the local weight 
control office; special committees, subcommittees, 
supervisors, outside auditors are assigned to do this 
enormous job in the Soviet governmentally owned 
farms having an arable area of about 27,000,000 acres 
in RSFSR alone (37,000,000 acres in USSR)! 
How many irregularities have been disclosed in 
these investigations, we do not know, but all these 
years the entire governmentally owned farm prop- 
erty meant a terrific strain on the Treasury. In the 
budget for 1937 the total yearly expenditure of the 
Treasury on state farms amounted to 2,064,280,000 
rubles ($400,000,000) whereas total revenue from 
them amounted to only 30,700,000 rubles ($6,000,000). 
Quite recently the Soviet government began to dis- 
tribute a large part of its farm domain to peasants’ 
collectives considering that this system would be 
more economical than pure governmental ownership.** 
A similar system of detailed inventorization, ac- 
countability, periodical reports, etc., exists in all 
Soviet industrial and trade undertakings for sub- 
mission to their superior organs and fiscal authorities.*® 


(To be continued in next issue.) 





*® Law of January 29, 1936 (S. Z. 1936, No. 5, art. 42). 

* Izvestia, April 29, 1938, and FKB 1938, No. 14. Previously, 
the collective farms had to report on 1362 items, to keep 37 kinds 
of books and 19 different accounts. See my article: ‘‘Dangerous 
Errors about Soviet Russia’’ in Contemporary Russia (London) 
May, 1937. 

* Reprinted in FKB 1935, No. 2. 


#8 Peasants’ collectives have to pay on easy credit terms for the 
meliorations, etc., when reeciving the landed estates (S. Z. 1936, 
No. 57, art. 442). 

# See S. Z. 1934, No. 62, art. 446. 
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Limited v. General Partnership 
Organization for Close Corporations 


(Continued from page 525) 


surplus, and places the burden of proof on the cor- 
poration as to the reasonableness of the amount of 
earnings it retains. 

The rate of the penalty tax is 25 per cent of the 
amount of the undistributed taxable net income up 
to $100,000 plus 35 per cent of all other retained earn- 
ings above $100,000.00. 

A corporation which does not distribute in divi- 
dends all of its earnings may be required to prove 
beyond reasonable doubt by a “clear preponderance” 
of the evidence, that retention of a part or all of its 
earnings was not for the purpose of avoiding pay- 
ment of surtaxes by its shareholders on their personal 
incomes. 

In contrast with Section 102, the retained earnings 
by the partnership once taxed in the year earned are 
not taxable to the individuals upon distribution by 
the partnership, nor on the accumulation of these 
earnings which may be credited to the capital accounts 
without imposition of any “Penalty Tax.” 

This section has been clarified under the Revenue 
Act of 1938, with a further possibility as a source of 
revenue to meet the current expenditures of the 
Government. 

A corporation may be dissolved under the provi- 
sion of Section 115 (c), and a plan of complete liqui- 
dation may be adopted without any interruption to 
the business. 
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The Special Taxation of 


Corporate Business 
(Continued from page 514) 


analysis of the nature of the corporation and to rec- 


oncile the legal and economic features of this type 
of organization. 

This distinction between the legal and economic 
viewpoints with respect to the justification of special 
corporate taxation was emphasized by the National 
Industrial Conference Board in the following words: 

From a legal viewpoint the privilege of incorporation 
and of doing business as a corporation is clearly a proper 
basis for a special tax. From an economic viewpoint, 
however, it is questionable whether the competitive advan- 
tages resulting from this privilege are sufficient to justify 
the special tax burden imposed upon them.” 

No Special Benefits from Incorporation.—The latter 
statement raises another point, namely, that no spe- 
cial benefit attaches to the corporate privilege. A 
similar view as to the economic benefits derived from 
incorporation was expressed by Shultz: 

The “privileges” of incorporating and doing business as 
a corporation are legal fictions, with litthe or no counter- 
part of special economic benefit to the incorporated enter- 
prises or to the owners of these enterprises which would 
warrant special taxation.” 

This contention that the advantages conferred by 
incorporation are exaggerated and that they furnish 
no basis for exacting a heavier tax burden on cor- 
porations than on unincorporated concerns has re- 
ceived further support from Todd, who wrote: 

We have greatly magnified the supposed advantages con- 
ferred by the corporate form of business organization, 
particularly in the case of certain types of mercantile and 
manufacturing enterprises. Of course, a corporate 
enterprise is a legal entity and has certain advantages in 
connection with the securing of new capital, etc.; but these 
legal powers confer no superior managerial ability, nor 
do they imply any greater obligation to support govern- 
ment than in the case of unincorporated enterprises.” 

Incorporation Open to All—Among the opponents 
of discriminatory corporate taxation, there have 
been some who, while denying that any special eco- 
nomic advantage accrues from incorporation, have 
maintained that the privilege of incorporating is 
available to all, and hence corporations should not 
be penalized for taking advantage of it. In this 
group belongs Purdy, who said: 

There seems to be no good reason for imposing any 
taxes on business corporations in excess of the taxes im- 
posed on individuals doing the same class of business. If 
the opportunity to incorporate is open to every one for 
the payment of a small fee, there is no special privilege 
involved, and all are equally at liberty to avail themselves 
of the continuous existence and freedom from personal liability 
obtained by corporate organization.” 

The New York State Commission for the Revision 
of the Tax Laws expressed much the same thought: 
“But here it must be recalled that the corporate 





21 National Industrial Conference Board, State and Local Taza- 
tion of Business Corporations, New York, 1931, p. 136. 

22 William J. Shultz, American Public Finance (New York: 
Prentice-Hall, Inc., 1931), p. 509. 

23 E, S. Todd, ‘‘The Taxation of Business Enterprises,’’ Bulletin 
of the National Tax Association, Vol. XVII, October, 1931, pp. 15-20. 

**Lawson Purdy, ‘‘Outline of a Model System of State and 
Local Taxation,’’ First National Conference of the National Tax 
Association, 1907, pp. 62, 63. 
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form is open to all commercial and industrial firms 
and if any do not take advantage of it, it must be 
because for them these advantages are counter bal- 
anced by certain disadvantages.” ?° 


Extending this line of reasoning, Buehler com- 
mented: “The individual proprietorship and the 
partnership also offer particular advantages which 
might be made the basis of special taxes for special 
advantages.” 7° 


No Special Taxes Required to Reach Corporate Ad- 
vantages.—Another argument against the imposition of 
special taxes on incorporated enterprises has been 
that if the corporation does possess peculiar advan- 
tages over individuals and firms, these advantages 
will be reflected in its income, receipts or property, 
which may be reached by a general business tax. 
This point has been made by Shultz, who stated: 

If any special benefit to particular business enterprises 
or their shareholders does exist, it must be reflected in 
higher business earnings or increased values of business 


property, and so would be reached by any general taxes 
that applied to all business concerns.” 


Buehler has taken a similar position and declared: 

It is undeniable that the corporation possesses peculiar 
advantages in raising large amounts of capital and in or- 
ganizing great businesses but it is doubtful if special taxes 
are necessary to reach these unique advantages which are 
reflected in corporate income, property and receipts.” 

Greater Efficiency Should Not Be Penalized—The 
argument has been advanced that it is unwise to 
discriminate against corporations and penalize them 
because they enjoy advantages which make possible 
greater efficiency. Hence, Sutro recommended: 


that the corporate bodies that are engaged in the business 
of fostering and multiplying the industries of this country 
should at least be placed upon a par with individuals who 
are endeavoring to do the same thing, though, by reason 
of the limitation of their resources, in a less efficient and 
therefore also less successful manner. For, if it is 
to the interest of the country to encourage industrial pur- 
suits to the utmost, then also the machinery, as already 
stated, whick. is best adapted to carry on and develop these 
industrial pursuits should be developed to the utmost, 
instead of being crippled through unjust discrimination, in 
subjecting it to undue and unequal burdens of taxation.” 


This view was shared by the National Industrial 
Conference Board, which spoke of the special taxa- 
tion of business corporations by the states in these 
terms: “In effect the states are penalizing an efficient 


instrument of business enterprise by a fiscal discrimi- 
nation.” *° 


Unincorporated Concerns Given Competitive Advan- 
tage Since Corporate Income Tax Cannot Be Shifted.— 
The National Industrial Conference Board has made 
close studies of the shifting of corporation income 
taxes, both federal and state, and it has reached the 
conclusion that such taxes cannot usually be shifted. 
This fact, it was held, tends to give the unincorpo- 





2% Report of the New York State Commission for the Revision 
of the Tax Laws, February 15, 1932, Legislative Document (1932), 
No. 77, p. 183. 

26 Alfred G. Buehler, ‘‘The Taxation of Business Enterprise—Its 
Theory and Practice,’’ The Annals of the American Academy of 
Political and Social Science, January, 1936, p. 99. 

27 Shultz, op. cit., p. 509. 

28 Buehler, op. cit., p. 99. 

2 Theodore Sutro, ‘‘Taxation of Competitive Industrial Cor- 
porations,’’ First National Conference of the National Tax Associa- 
tion, 1907, p. 621. 

%*® National Industrial Conference Board, op. cit., p. 136. 
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rated rivals of the corporation a competitive advan- 
tage. To quote from a study made of the federal 
corporation income tax: 


The consideration of the nature of the tax, the theory 
of market prices, the statistical analysis of corporation 
costs and profits, and the opinions and practices of busi- 
ness men, all confirm the conclusion that the federal cor- 
poration income tax is not shifted by manufacturing and 
mercantile business, except under rare circumstances.” 


With respect to the shifting of state corporation 
taxes, the National Industrial Conference Board re- 
ported as follows 

3usiness corporations in most states are subjected to 
heavier taxes than unincorporated business concerns, and 
this excess of tax burden on the former cannot be shifted 
because of the competition of the latter. To a greater 
extent than is commonly realized, business corporations 
must bear the burden of the taxes imposed upon them.” 

Corporation Merely An Artificial Entity —Another 
reason for reducing the excessive tax burden on 
corporations rests on the assumption that the corpo- 
ration is merely an artificial entity and that the taxes 
should be imposed on the stockholders who are the 
real entities. Mudge, who advanced this theory, 
declared: 

In view of the basic nature and theory of the income 
tax, a completely scientific and equitable statute would 
impose no taxes whatever upon the corporation, for the 
obvious reason that the corporation is a wholly artificial 
entity, representing in no way the burden-bearing ability 
of the real entities involved—namely, its stockholders; or 


at any rate, such a statute would impose no tax with re- 
spect to such part of the corporate income as is distributed.” 





Along the same lines was the reasoning of a com- 
mittee of the National Tax Association, which 
decade ago made the following statement: 

We advocate a return to the idea that a corpo- 
ration is merely a conduit through which income passes 
and that the only recipient who should be taxed is the 
natural person as stockholder, who enjoys the income 
earned by the corporation.” 

The committee recognized, however, that all cor- 
porate income is not distributed and therefore recom- 
mended a tax on undistributed earnings, which should 
be looked on as a premium paid for the privilege of 
deferring distribution. 

The Ability ads 
to a discussion of the ability principle as a justifica- 
tion for special corporate taxation. Although this 
principle has often been used to defend the taxation 
of corporations, as will be shown later, much oppo- 
sition exists against it. A resort to the principle of 

faculty or ability is fundamentally unsound for this 
purpose, it has been declared, because the ability 
theory applies solely to individuals and not to busi- 
ness units. Among those who have lent authority 
to this position is Shoup, who said that “the faculty 
theory is essentially applicable only to individuals.” *° 








31 National Industrial Conference Board, The Shifting and Ef- 
fects of the Federal Corporation Income Tax, Vol. I, New York, 
1928, p. 157. 

*. National Industrial Conference Board, State and Local Tazxa- 
tion of Business Corporations, New York, 1931, p. 136. 

* James W. Mudge, ‘‘Excessive Federal Taxation of Corpora- 
tions—Its Bearing and Results,’’ Tax Magazine, February, 1934, 
Dp. 43. 

% “Simplification of the Income Tax,’’ Proceedings of the Na- 
tional Tax Association, 1927, p. 133. 

% Carl Shoup, ‘‘Business Taxes,’’ Encyclopedia of the Social 
Sciences, 1935 Edition, III, p. 123. 
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A target which has received the particular fire of 
the opponents of discriminatory corporate taxation 
is the use of graduated or progressive rates in con- 
nection with such taxes. Lutz gave the attitude 
of the foes of such measures in the following 
language: 

The emphasis on corporate ability in defense of the 
graduated rates on corporations during the revision of the 
law in 1935 was an appeal to the popular prejudice against 
large business units. It revealed complete misapprehen- 
sion of the nature of the ability concept, which is a per- 
sonal attribute and cannot be an attribute of business as 
such. Nothing could be more uncertain than the proposi- 
tion that the size of the business income is indicative of 
ability.” 

A great deal of weight was lent to the principle 
of proportional tax rates for business taxation by 
the model plan of the National Tax Association. 
The original report took a definite stand on this 
point: 


Obviously the rate of the business tax should be propor- 
tional and not progressive. Neither the absolute amount 
of the net income nor the relation it bears to the invested 
capital have any bearing upon the question of how much 
a business concern should pay for the benefits it derives 
from the government under which it carries on its business.” 


Again, in noting the fact that in 1934 six states 
were violating the proportional requirement by tax- 


ing corporation business income at graduated rates, 
Lutz remarked: 


The absurdity of the assumption that evidently underlies 
this use of progressive business income taxes, namely, that 
a given amount of income represents the same or even 
greater ability to pay when reported by a corporation as 


it does when reported by an individual is too evident for 
discussion.” 


The Case for Special 
Taxation of Corporations 


Unlike those who feel that corporate enterprises 
should be treated on an equal footing with firms and 
individuals for tax purposes, there are many econo- 
mists who have seen in the business corporation 
various reasons for imposing a somewhat greater 
share of the tax load. The justification for this atti- 
tude, as set forth in the writings of these authorities, 
will now be considered. 

The Benefit Theory.—One of the chief grounds upon 
which corporate taxes are urged is that, under its 
charter, the corporation receives many powers which 
are denied to individuals and partnerships. These 
powers, privileges or benefits, as they may be called, 
give the corporation an advantage, it is asserted, 
over its unincorporated competitors. To quote King: 

Farmers and their representatives have seen many rea- 
sons why corporations should be taxed differently from 
individuals. In the first place, they have a life in perpe- 
tuity. Even if their terms are limited, the terms may be 
renewed, or the corporation rechartered or another corpo- 
ration organized to take its place. In the second place, 


there is a limited liability in most corporate charters. And 
in the third place, corporations may be organized for either 





% Harley L. Lutz, Public Finance, Third Edition (New York: 
D. Appleton-Century Co., Inc., 1936), p. 606. 

3% “Preliminary Report on a Model System of State and Local 
Taxation,’’ Proceedings of the National Tax Association, 1919, 
pp. 454, 455. 

38 Lutz, op. cit., pp. 616, 617. 
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specific or for general purposes. Certainly up to the pres- 
ent, they have shown their advantage over individuals or 
partnerships for most modern endeavors save agriculture.” 


The National Industrial Conference Board has also 
found some justification for special taxes on busi- 
ness corporations under the benefit doctrine. The 
principles of perpetual and long-term existence, of 
limited liability, and of- convenient transferability of 
shares, it found, “are definitely benefits to corpora- 
tions and their shareholders over and above the 
general benefits of protection to property and facili- 
tation of business intercourse that corporations 
share with unincorporated business enterprises.” *° 

It continued: 


While the benefits may not add a measurable dollars- 
and-cents value to incorporated organizations, they make 
the corporation a more efficient instrument for conducting 
business than an unincorporated enterprise. It is legiti- 
mate to question the wisdom of penalizing what is for 
many lines of business the more efficient business instru- 
ment as against the less efficient one, but, these benefits 
existing, they may be held to constitute a warrant for 
special taxes on corporations commensurate with the eco- 
nomic value of those benefits.” 


Mudge likewise has conceded that a heavier tax 
burden on corporations is justified, provided they 
possess some advantage not accorded individuals. 
Sut, he declared: 


The only such asset, as far as I am aware, is the so- 
called corporate franchise, or right to transact business as 
an artificial entity with limited liability. There can be 
no doubt that this is an element of some value. However, 
the amount of its value is not capable of mathematical 
demonstration and accordingly the extent to which its 
possession justifies the imposition of additional tax bur- 
dens will always be a subject of controversy.” 


The New York State Commission for the Revi- 
sion of the Tax Laws, upon investigation of this 
problem, reached the conclusion that business cor- 
porations did enjoy certain privileges that made 
heavier taxation justifiable. It reported as follows: 


In states having a personal income tax there is a cer- 
tain advantage to be gained by doing business in the 
corporate form, for stockholder A is not taxed on his 
undistributed profits in the business, whereas partner B 
or individual owner C is so taxed. Likewise, there are 
certain advantages to be gained in a business way through 
the corporate form, the most marked one being that of 
limited liability. Further, most non-resident owner- 
ship interest in business enterprise carried on in New York 
State is probably in the form of stock holdings rather than 
in partnership interest or individual ownership. The first 
and third factors above, and possibly the second, justify 
heavier taxation of corporate than of non-corporate 
earnings.® 


The California Tax Commission, in recommending 
a tax on unincorporated business, suggested a lower 
rate than that of the corporate franchise taxes 
because of the fact that it is proper to impose a special 


charge for the privilege of doing business under the cor- 
porate form of organization and because of the advantage 





8% Clyde L. King, Public Finance (New York: The Macmillan 
Company, 1935), p. 339. 

# National Industrial Conference Board, State and Local Taxa- 
tion of Business Corporations, New York, 1931, p. 28. 

“| Ibid. 

“James W. Mudge, ‘‘How Business Corporations Should Be 
Taxed,’’ Bulletin of the National Tax Association, Vol. XVI, No. 4, 
January, 1931, p. 106. 

* Report of the New York State Commission for the Revision of 
the Tax Laws, February 15, 1932, Legislative Document (1932) No. 
77, p. 183. 
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which the corporation enjoys as compared with the indi- 
vidual proprietor in being permitted to hold its surplus 
undistributed and consequently untaxed under a personal 
income tax law.“ 

Further support for the benefit principle as justi- 
fication for imposing a heavier tax burden on corpo- 
rations has been furnished by Studenski, who declared: 
“Operation as a corporation is a special privilege 
and a proper object for special taxation.” *° 


The Ability Principle—In setting forth the argu- 
ments against special corporate taxation, the theory 
was advanced that the concept of ability is applicable 
only to individuals and not to business organiza- 
tions as such. This position has been disputed by 
T. S. Adams, in the following words: 

And yet business taxes are not antagonistic to the ability 
principle; they recognize, like the betterment tax and the 
inheritance tax, a species of ability to pay, created by the 
activities of the state or by a “conjuncture” afforded by 
the community. Moreover, business concerns do 
possess an organic unity; they are, when compared with 
one another, less able or more able to pay; the ability 
standard does apply to them as corporate or business 
entities.” 

Jensen also has opposed the contention that busi- 
ness units have no taxpaying ability. Referring to 
the argument mentioned above *’ that the stock- 
holders and not the corporations should be taxed 
because it is they who enjoy the income earned by 
the corporation, he said: 

It is true that only by confining the taxation of income 
to the final recipients can double taxation of incomes be 
avoided. But it is also true that a good deal of taxpaying 
ability will go untaxed if corporate incomes are not taxed. 
For example, the income of a large corporation, distributed 
to a larger number of individuals, all with incomes below 
the legal exemption would entirely avoid taxation. In a 
personal income tax this is justifiable, but not in a business 
income tax; for the business unit may, as such, have some 
taxpaying ability apart from the final recipents of its 
earnings.* 

The National Industrial Conference Board, while 
expressing the opinion that then existing levels of 
corporation taxes were too high, nevertheless agreed 
that the ability argument offered at least partial 
justification for special corporate taxation. The 
Board cited the following reasons for its attitude: 


1. Because of its perpetual or long-term life, the 
corporation avoids the dissolution or reorganization 
that results from the death of individuals or part- 
ners. It is thus relieved of the costs that such pro- 
cedures involve and therefore, by the mere fact of 
incorporation, is able to enhance the possibilities of 
profit. 


2. The advantage of limited liability facilitates the 
raising of capital at the beginning of the business 
and for later expansion.*® 


Tax Administration.—Jensen found another reason 
for taxing corporate incomes in the fact that it is 





“4 Final Report of the California Tax Commission, February 1, 
1929, p. 80. 

4 Paul Studenski, Chapters in Public Finance (New York: 
Farrar & Rinehart, Inc., Revised Edition), p. 577. 

4 Thomas S. Adams, ‘‘The Taxation of Business,’’ Proceedings 
of the National Tax Association, 1917. p. 192. 

47 See previous discussion of the ability principle. 

4 Jens P. Jensen, Problems of Public Finance (New York: 
Thomas Y. Crowell Co., 1924), p. 394. 

4## National Industrial Conference Board, State and Local Tazxa- 
tion of Business Corporations, New York, 1931, p. 27. 
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more economical to tax the corporation than to col- 
lect the tax from the stockholders individually. He 
observed: 


From the administrative point of view it is objectionable 
to exempt corporate incomes. By taxing the income 
to the corporation the tax tends to become more econom- 
ical and productive because the administrative cost of 
personal exemptions and abatements is avoided and fewer 
tax returns are handled.” 

Public Regulation.—The additional taxation of cor- 
porations has been upheld by some economists on 
the ground of public policy. Thus Seligman urged 
the imposition of higher taxes on corporations that 
had become monopolistic. His exact words were: 
“An additional tax or a higher rate should be im- 
posed on corporations which have through natural, 
legal or economic forces become monopolistic 
enterprises.” °! 


Special taxation of corporations has also been de- 
fended on the ground that large corporate surpluses 
may endanger economic stability when used for un- 
wise capital expenditures. This theory is said to be 
one of the reasons for the enactment of the corporate 
surtax on undistributed profits under the Revenue 
Act of 1936. Among those who have seen in this 
measure a beneficial influence is Dean Madden, who 
commented as follows: 


Plowing back earnings often leads to unwise capital 
expenditures. A wiser measure of growth in fixed capital 
investment may be a blessing and not a detriment. We 
are familiar with the tremendous amount of capital struc- 
ture adjustments that have taken place in recent years due 
largely to the writing down of fixed capital investment. 
How much of this was unwise investment? No one knows 
exactly but we may hazard the guess that some of it was. 
And we may speculate upon the advantage which would 
have accrued to the stockholder if he had been allowed to 
invest his own surplus instead of allowing the directors 
to invest it for him. This the new Act will accomplish.” 


Analysis of Principles 
of Corporate Taxation 


In the preceding pages the subject of special taxa- 
tion of corporate enterprise was discussed objectively. 
First, the nature of the corporation was described 
and its advantages over other forms of business 
organization were set forth. Then the reasons for 
and against special taxation were outlined, the evi- 
dence for and against each side of the question con- 
sisting of the expressed opinions of the outstanding 
authorities on the subject. In the following pages 
the facts and opinions set down above will be ana- 
lyzed and evaluated with the view of drawing from 
them, and from certain additional evidence, conclu- 
sions that will help to establish or disprove the 
validity of special taxation of corporate business. 


Small versus Large Corporations.—Up to this point, 
in comparing the corporation and its tax burden with 
that of the partnership and individual proprietorship, 
it has been suggested that the corporation is by 
nature different from other forms of business organ- 





5° Jensen, op. cit., pp. 394, 395. 

51 Edwin R. A. Seligman, Essays in Taxation, Tenth Edition 
(New York: The Macmillan Company, 1925), p. 315. 

52 John T. Madden, ‘‘The Revenue Act of 1936 and the Problems 
It Presents to Executives,’’ the New York Certified Public Account- 
ant, Vol. VII, No. 2, January, 1937, p. 7. 
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ization, and that the principal difference was that 
the corporation was a dual personality, having two 
separate existences—one being the corporation itself 
and the other being the stockholders who own its 
shares. In arraying the corporation against the firm 
and individual thus, it had been assumed that all 
business corporations, regardless of size or number 
of stockholders, were alike for purposes of taxation. 
The question now arises: Should all business corpo- 
rations, regardless of the amount of their capital 
or of the number of their stockholders, be treated 
uniformly for tax purposes? 


It is this writer’s opinion that they should not, 
and it is further believed that this question is closely 
related to the main topic, namely, the justification 
for imposing special taxes on corporate enterprises. 


The assumption that all corporations are alike 
rests primarily on legal grounds; it cannot logically 
be defended on economic grounds, as it will be at- 
tempted to show. All corporations, to be sure, have 
much in common: they receive their charter from 
the state, they possess essentially the same charac- 
teristics, such as autonomy, continuous existence, 
and limited liability,,and they enjoy many of the 
same advantages. But these rights and privileges 
are of a legal nature and derive from the fact that 


in the eyes of the law all business corporations are 
alike. 


On the economic side, however, there is much dif- 
ference between the small, close corporation and the 
large, quasi-public corporation. Berle and Means 
have clearly defined the distinction between these 
two types of corporation: 


Though the American law makes no distinction between 
the private corporation and the quasi-public, the economics 
of the two are essentially different. The separation of 
ownership from control produces a condition where the 
interests of owner and of ultimate manager may and often 
do, diverge, and where many of the checks which formerly 
operated to limit the use of power disappear. Size alone 
tends to give these giant corporations a social significance 
not attached to the small units of private enterprise. By 
the use of the open market for securities, each of these 
corporations assumes obligations towards the investing 
public which transform it from a legal method clothing 
the rule of a few individuals into an institution at least 
nominally serving investors who have embarked their 
funds in the enterprise. New responsibilities toward the 
owners, the workers, the consumers, and the State thus rest 
upon the shoulders of those in control. In creating these 
new relationships, the quasi-public corporation may fairly 
be said to work a revolution. It has destroyed the unity 
that we commonly call property—has divided ownership 
into nominal ownership and the power formerly joined to 
it. Thereby the corporation has changed the nature of 
profit-seeking enterprises.™ 


Granted, then, that economic differences do exist 
between close and quasi-public corporations, the 


next question is: What significance do they have in 
connection with the tax burden? 


In comparing the tax burdens on corporations 
with those on unincorporated concerns, it is neces- 
sary to take into consideration not only the taxes 
imposed on the business entity, but also those levied 
on the individual owners of the business with respect 
to such income which they have received from the 





53 Adolph A. Berle, Jr. and Gardiner C. Means, The Modern 
Corporation and Private Property (New York: Commerce Clear- 
ing House, Inc., 1932), pp. 6, 7. 
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business in their capacity as individual owners, part- 
ners or stockholder-officers (employees) of the 
organization. 

In a partnership or individual proprietorship, the 
individual owners are certain to receive all of the 
income of the business. If they do not wish to 
withdraw the entire income during the year in which 
it is earned, they may withdraw only part of it and 
withdraw the balance in subsequent periods. The 
income tax laws, recognizing this fact, namely, that 
the owners of unincorporated concerns will eventu- 
ally receive the benefit of all the net income earned 
by the business, impose a tax on all such income for 
the year in which it is earned regardless of whether 
or not it is entirely withdrawn by the owners. 


In the case of a close corporation, where the stock- 
holders are the management, they also are certain 
to receive the benefit of all net income earned by the 
company. They may withdraw this income in the 
form of salaries or dividends, or, if they elect to 
leave part of the earnings in the business in the 
form of undistributed profits or surplus, they have 
the privilege of withdrawing it later, if business 
conditions permit. 

In large, quasi-public corporations, however, stock- 
holders are not sure that they will receive the entire 
benefit of the earnings of the corporation for the 
simple reason that the growth of large corporations 
has witnessed the phenomenon of separation of own- 
ership and control. In fact, Berle and Means define 
the quasi-public corporation as “a corporation in 
which a large measure of separation of ownership 
and control has taken place through the multiplica- 
tion of owners.” ** 

This separation of ownership and control has re- 
duced, if not nullified in some cases, the ability of 
the stockholders to exercise a voice in the manage- 
ment, for, as Madden has stated, “The difficulty of 
mass-action of stockholders in large corporations is 
well recognized.” *° For this reason, stockholders in 
large corporations are not certain that they will re- 
ceive all the earnings of the corporation and are 
unable to exercise very much control over the amount 
to be distributed. 


This would seem to limit the universal application 
of the argument advanced by the committee of the 
National Tax Association that the corporation is 
merely “a conduit through which income passes and 
that the only recipient who should be taxed is the 
natural person as stockholder, who enjoys the in- 
come earned by the corporation.” *® 


It seems clear, then, that the small, close corpo- 
ration and the large, quasi-public corporation repre- 
sent two distinct types of organization. If anything, 
the close corporation resembles in almost all respects 
save that of the manner of organization, the partner- 
ship with which it competes. On the other hand, 
the large corporation is, economically, unlike either 
the close corporation or the unincorporated concern, 
which, except in rare cases, are comparatively small 
organizations. The small corporation seems to con- 
form to the representation theory of the nature of 





4 Tbid., p. 34. 
55 Madden, op. cit., p. 31. 
56 See above. 
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the corporation, which holds that the corporation is 
merely an association of individuals and that the 
corporate entity is merely a legal device for securing 
certain privileges. For, in a close corporation, the 
stockholders are the corporation—they own it and 
manage it, and the election of directors and officers 
is a mere formality. 

The large, quasi-public corporation, however, offers 
a different picture. As has been pointed out, owner- 
ship is frequently separated from control and the 
corporation is a distinct entity apart from its stock- 
holders. In this case, the legal entity theory of the 
corporation would seem to apply. 


The Ability Theory.—This dual conception of the 
nature of the corporation, or the classification of 
corporations into close corporations and quasi- -public 
corporations, would appear to require a re-examina- 
tion of the ability principle with respect to business 
taxation. 


It has been argued by opponents of special taxa- 
tion of corporations that the ability theory is a per- 
sonal concept and cannot be applied to business tax- 
ation because of the fact that the size of the business 
income does not indicate the real ability of the own- 
ers of the business, who are the actual taxpayers, to 
pay taxes. Thus it is reasoned that a partnership, 
having a net income of $10,000 and consisting of two 
partners, would have a greater taxpaying ability, rela- 
tively, than a corporation earning $700,000 and having 
one thousand stockholders. 


The latter contention is, of course, not valid, for 
in the case of a partnership there is a definite rela- 
tionship between the size of the net income and the 
taxpaying ability of the partners, but in the case of 
a large corporation there is no such relationship 
between the two factors, because the stockholders 
have no assurance that they will receive their pro- 
portionate share of the net income. Therefore, the 
two cases are not comparable. The only comparison 
possible is that between the size of the income of 
the two concerns as business units. The interpreta 
tion of the ability principle as being a personal con- 
cept and as being measured by the number of owners 
of the business seems to be a contradiction of the 
term “business” tax, which, according to Seligman, 
“is coming to be a tax on the business instead of 
the business man.” ** 

The acceptance of the ability concept in business 
taxation justifies the heavier taxation of large cor- 
porations than of small corporations as well as of 
unincorporated concerns from the viewpoint of the 
theory of progressive taxation. The soundness of 
progressive taxation on the production side has been 
conceded by Stamp in these words: 

It must not be forgotten, moreover, that progression has 
been justified on the “production” side by reference to the 
fact that the larger the income the greater its power on 
being focussed or grouped for the production of further 
income, and therefore, the more it can be tapped without 
hurt. . . . This justification has been put forward quite 
recently for the progressive taxation of businesses accord- 
ing to their size, reckoned by their capital. This, indeed, 
would be the only way in which the ability arising through 


power of aggregation would be reached. It may be 
conceded that direct progressive taxation of business is the 





51 Edwin R. A. Seligman, Studies in Public Finance (New York: 
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only true way of reaching greater ability on the “produc- 
tion” side of wealth.* 

There seems to be, therefore, a great deal of merit 
in the argument that large, quasi-public corporations 
should be subjected to heavier taxation than smaller 
business organizations; for, such corporations, 
although being “owned,” nominally, by tens or even 
hundreds of thousands of stockholders, are neverthe- 


less in many instances controlled by a handful of 
men. 


The Benefit Theory.—Even among those who feel 
that present corporate taxes are too high, there are 
many who believe that the corporation should pay a 
slightly higher tax than the unincorporated concern 
because of the many privileges and advantages it 
enjoys. To cite an example, the New York State 
Tax Commission for the Revision of the Tax Laws, 
in recommending in 1932 the imposition of a tax on 
non-corporate business, suggested that “the rate 
should be somewhat lower than the corporate rate, 
a spread of one per cent being perhaps sufficient.” °° 

The many advantages possessed by the corporate 
form of organization have been detailed in the fore- 
going pages. The disadvantages were also described. 
It would appear, simply from a comparison of both 
sides of the question, that the net advantages attached 
to incorporation are many and valuable. In fact, the 
benefits to be derived from doing business as a cor- 
poration are very real and no one appreciates the 
truth of this statement more than business men 
themselves. For example, it was found by members 
of the Uptown Credit Group of the Textile Industry 
and the National Federation of Textiles, Inc., that 
the difference in taxes as between corporations and 
partnerships “does not seem to be sufficient to war- 
rant relinquishing all of the tangible and intangible 
advantages which are afforded by the corporate 
set-up.” °° 

Concerning the argument that incorporation is 
open to all for the payment of a small fee,®' it was 
pointed out previously that the expenses of incorpo- 
ration may be considerable, and the charges for 
bookkeeping, accounting and legal services may im- 
pose a severe hardship on small concerns. This is 
one of the chief reasons many small firms and indi- 
viduals do not incorporate, and while it is true that 
their present form of organization may offer some 
advantages, the corporate form has been found so 
much superior by those who have adopted it that it 
is only just that they should pay in some measure 
for the greater benefits they receive. Although the 
larger corporation may possess greater advantages 
than the small corporation, both should bear some 
additional share of the tax burden for the extra bene- 
fits they enjoy as compared with the unincorporated 
concern. 


Shifting of the Tax Burden.—In states where there 
is no tax on unincorporated business, the tax burden 
on corporations is much greater than that on their 
unincorporated competitors. As a result, the latter 





8 Sir Josiah Stamp, The Fundamental Principles of Taxation 
(London: Macmillian and Co., Limited, 1932), pp. 41, 42. 

5° Report of the New York State Commission for the Revision 
of the Tax Laws, February 15, 1932, Legislative Document (1932) 
No. 77, p. 184. 
6 News item in The New York Times, December 1, 1936. 
61 See above. 
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are given a competitive advantage because of the 
fact, as was brought out by the studies of the Na- 
tional Industrial Conference Board,® that the income 
tax is practically impossible to shift. Such a con- 
dition tends to give the unincorporated enterprise 
an artificial advantage over the small corporation, 
since the latter, in spite of its many other advantages, 
is not, by fact of its incorporation alone, able to off- 


set the effects of this excess burden through greater 
efficiency. 


The large corporation, however, is in a different 
position. Not only does it possess all of the advan- 
tages of the small corporation, but it enjoys many 
others. The small corporation has chiefly continu- 
ous existence, limited liability and possibly some 
degree of prestige by virtue of its incorporation, but 
the large corporation has, in addition, the advantages 
of being able to raise large amounts of capital, to 
do business with other people’s money, thus avoid- 
ing risk, etc. Its size and power enable it to profit 
by large-scale production and to operate more effi- 
ciently. Hence, in spite of the restrictions of heavy 
taxation, it is able to compete with smaller unin- 
corporated enterprises on equal, if not more favor- 
able, terms. 


The Penalty for Efficiency Argument.—The oppo- 
nents of special taxation of corporations have argued 
that since the corporate form of organization is more 
efficient than other forms it should be encouraged 
rather than penalized by heavier taxes. This state- 
ment is perfectly true from an economic standpoint 
and it would be decidedy unwise to penalize a busi- 
ness organization simply because it was more effi- 
cient. It is doubtful, however, whether such an 
intent can be read into the present tax laws. And, 
while it is no doubt true that large, efficient corpo- 
rate organizations are taxed more heavily than 
smaller, less efficient concerns, it seems reasonable 
to infer that their efficiency is a coincidence rather 
than a cause of their greater tax burden, since in 
the eyes of the existing tax laws taxable income is 
taxable income, and whether it is earned by an effi- 
cient organization or an inefficient one is immaterial. 
Some corporations are more efficient than others and 
it does not seem sound to excuse them all from 
bearing a fair share of the tax burden as measured 
by their net income simply because some are more 
efficient than the others. 


Of course, it might be a desirable thing to encour- 
age and reward greater business efficiency, but the 
practicability of such a scheme is yet to be demon- 
strated. 


The Public Regulation Theory.—The theory that 
special taxation of corporations is justified on grounds 
of public policy was outlined in the preceding para- 
graphs. If such taxation can be found to advance 
the interests of the economy as a whole and to 
achieve its ends in as good or better a way than non- 
fiscal methods, it would seem to justify itself. 

For this reason, the argument that large corporate 
surpluses may lead to unwise capital expenditures, 
which, in turn, may intensify cyclical fluctuations 
and cause economic instability, is not without merit. 





6&2 See above. 
88 See above. 
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And, insofar as the Revenue Act of 1936 through the 
surtax on the undistributed profits of corporations 
has aimed to correct this condition, there appears to be 
justification for this tax. Such a tax can obviously 
be leveled only at the corporation, for it is the 
unique nature of the corporate set-up which makes 
possible the accumulation of large surpluses, some- 
times for the purpose of tax evasion, that has given 
rise to the conditions which this tax seeks to correct. 


Conclusions and Summary 


In the preceding pages, stress was laid on the fact 
that in attempting to arrive at a sound economic 
basis for taxing business, the problem is not only 
how to tax corporations as against unincorporated 
concerns, but how to tax large corporations and 
small corporations as against non-corporate enter- 
prises. In other words, the problem is a three-cor- 
nered one. 

The reasons why small, close corporations must 
be distinguished from large, quasi- public corpora- 
tions have been set forth in detail. The differences 
between the small corporation and the large corpora- 
tion involve not merely the matter of size, but other 
distinctions equally, or even more, fundamental. 
Especially so is that of the relation of the stockhold- 
ers to the corporation. In a small corporation the 
stockholders are the corporation, and, in this re- 
spect, are almost analogous to the members of a 
partnership. In a large corporation, however, the 
stockholders and the corporation represent two dis- 
tnet entities, the stockholders owning the shares of 
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stock but having little or no voice in the manage- 
ment. Asa result, the small corporation has more 
in common with the partnership than it has with the 
large corporation with which it is usually associated 
for purposes of taxation. 

For these reasons, it was found necessary to re- 
examine the various theories of taxation in order 
that they might be applied realistically in the light 
of the true nature of the modern corporate organi- 
zation. This investigation resulted in the following 
conclusions: 

First, the ability of the large corporation to pay 
taxes rests not on the individual capacities of its 
many! stockholders, but on its own capacity as a 
separate legal entity. 

Second, the large corporation is better able to as- 
sume a heavier tax burden than small corporations 
and unincorporated concerns because of the theory 
of progressive taxation, which is applicable to busi- 
ness units as well as to individuals. 

Third, the small corporation enjoys several ad- 
vantages by virtue of its incorporation which justify 
the payment of a slightly higher tax than the unin- 
corporated business. 

Fourth, these advantages which the small cor- 
poration derives from incorporation, however, do 
not, for ordinary purposes, make it a more efficient 
organization than the partnership or individual pro- 
prietorship, and therefore a heavier tax on its net 
income would give the unincorporated concern an 
artificial competitive advantage because of the in- 
ability of such a tax to be shifted. The large cor- 
poration derives from incorporation even more 
advantages than the small corporation, which advan- 
tages tend to increase its efficiency and competitive 
abilitv. It is therefore in a strong position to over- 
come the restrictions which heavy taxation imposes 
upon it and compete on equal, if not more favorable, 
terms with the unincorporated enterprise. 

Fifth, a tax on corporations may be justified when 
it tends to correct an unsatisfactory economic con- 
dition which could not be remedied as effectively, if 
at all, by other means, such a condition being char- 
acteristic only of the corporate form of organiza- 
tion and not of unincorporated concerns. 

Expressed in one sentence, the results of this 
study show a justification for a slightly higher tax 
on small corporations than on non-corporate busi- 
ness organizations, and a much heavier tax on large 
corporations than on both small corporations and 
unincorporated concerns. 

Exactly what the respective rates should be or 
what form the taxes should take are problems out- 
side the scope of this study. It might be suggested, 
however, that efforts to narrow the differential be- 
tween the corporate and non-corporate tax burdens 
should be continued in the various states, and meas- 
ures like the New York State tax on unincorporated 
business are steps in the right direction. 

It seems desirable, too, to tax all business con 
cerns, incorporated and unincorporated, as business 
units apart from their individual owners or share 
holders. Preferences to the small corporation 
through moderate exemptions and graduated rates 
would tend to minimize some of the advantages pos- 
sessed by the large corporation. 
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Alcoholic Beverages—Floor Tax.—Paragraph 2 of Treas- 
ury Decision 4818, entitled “Floor taxes on distilled spirits,” 
approved June 20, 1938 [I. R. B. 1938-26, 37], is hereby 
amended to eliminate the requirement for the listing on 
the floor tax inventory of the serial numbers of packages 
and cases, and the name of the distiller, rectifier, importer, 
or bottler of the spirits, except where the spirits are in 
transit at 12.01 a. m. July 1, 1938.—T. D. 4822, 1938-27-9435 
(p. 19). 


Bituminous Coal Act of 1937—Liability for Tax.—A per- 
son who mines bituminous coal on his own property or 
that of another solely for the purposes of his own household 
requirements does not incur liability with respect to such 
coal for the 1 cent per ton tax imposed by section 3(a) of 
the Bituminous Coal Act of 1937 (50 Stat., 72)—G. C. M. 
20381, 1938-31-9477 (p. 20). 


Deductions from Gross Income—Taxes Generally.—The 
Australian “special property tax” on dividends declared by 
an Australian corporation and payable to nonresident 
foreign stockholders is an income tax, and is accruable, for 
federal income tax purposes, on June 30, the end of the 
Australian financial year next preceding the year of assess- 
ment.—I. T. 3201, 1938-27-9428 (p. 7). 


Excise Tax— Dissemination of News — Regulations 
Amended.—In conformity with the provisions of sections 
708 and 713 of the Revenue Act of 1938, Regulations 
42, approved October 22, 1932, as amended by Treasury 
Decision 4393, approved September 20, 1933 [C. B. XII-2, 
322 (1933)], are further amended as follows: 


Immediately after the quotation of section 701(b) of the 
Revenue Act of 1932 which precedes article 18 the follow- 
ing subtitle and quotation of section 708 of the Revenue 
Act of 1938 are inserted: 


Section 708 of. the Revenue Act of 1938. 


(a) Section 701(b) of the Revenue Act of 1932 is amended to 
read as follows: 


‘““(b) No tax shall be imposed under this section upon any pay- 
ment received for services or facilities furnished to the United 
States or to any State or Territory, or political subdivision thereof, 
or the District of Columbia, nor upon any payment received from 
any person for services or facilities utilized in the collection of 
news for the public press or radio broadcasting, or in the dis- 
semination of news through the public press or by means of radio 
broadcasting, if the charge for such services or facilities is billed 
in writing to such person. The right to exemption under this sub- 
section shall be evidenced in such manner as the Commissioner 
with the approval of the Secretary may by regulation prescribe.’’ 

(b) The amendment made by subsection (a) of this section 


shall apply to the utilization after June 30, 1938, of services or 
facilities., 


The first paragraph of article 18 is amended to read as 
follows: 


The exemptions authorized in section 701(b), prior to its 
amendment by section 708 of the Revenue Act of 1938, are two- 
fold in their scope, one being with reference to payments for 
services or facilities furnished ‘‘to the United States or to any 
State or Territory, or political subdivision thereof, or the Dis- 
trict of Columbia,’’ and the other being with reference to pay- 
ments received for services or facilities ‘‘utilized in the collection 
of news for the public press or in the dissemination of news 
through the public press, if the charge for such services or facili- 
ties is billed in writing to such person.’’ Section 701(b), as 
amended by section 708 of the Revenue Act of 1938, also exempts 
payments received for services or facilities utilized on or after 
July 1, 1938, ‘‘in the collection of news for radio broadcasting or 
in the dissemination of news by means of radio broadcasting if 


the charge for such services or facilities is billed in writing to 
such person.”’ 


Article 20 is amended to read as follows: 


Art. 20. Public press and news radio broadeasting agencies.— 
The tax does not apply to an amount paid solely for any of the 
services or facilities specified in section 701(a) (1) or (2) which 
are utilized in connection with the collection of news for the 
public press or in the dissemination of news through the public 
press, provided such amount is billed in writing to the person 
paying for the services or facilities. On and after July 1, 1938, 
the tax does not apply, also, to amounts paid solely for any of 
the services or facilities specified in section 701(a)(1) or 701(a)(2) 
which are utilized on and after such date in the collection of news 
for radio broadcasting, or in the dissemination of news by means 
of radio broadcasting, provided the charge for such services is 
billed in writing to the person paying for the services. 


Rulings of the Bureau of Internal Revenue 


The exemption does not apply generally to all services or facili- 
ties furnished persons or agencies engaged in collecting and dis- 
seminating news through the public press or by means of radio 
broadcasting, but only to such dispatches, messages, conversa- 
tions, leased wires, or talking circuit special services which deal 
with the collection and dissemination of news through the public 
press or by means of radio broadcasting. Carriers transmitting 
strictly news in connection with the collection and dissemination 
of such items through the public press or by means of radio broad- 
casting, will not be required to collect the tax on the charges 
therefor if a bill is rendered in writing and such charges are paid 
by a person or organization known to the carrier as being engaged 
in the business of collecting news or disseminating news through 
the public press or by means of radio broadcasting, and such per- 
son or organization certifies in writing that the services or facili- 
ties are so utilized. . 

The exemption from tax authorized with respect to any payment 
received for services or facilities of this character applies only to 
amounts charged to newspapers, press associations, or news radio 
broadcasting agencies for messages from one newspaper, press 
association, or news radio broadcasting agency to another news- 
paper, press association, or news radio broadcasting agency, or to 
or from their bona fide correspondents which deal exclusively with 
the collection of news items for the public press or radio broad- 
casting or with the dissemination of news items through the 
public press or by means of radio broadcasting. The exemption 
does not extend to the collection and dissemination of informa- 
tion or items for publication in magazines, periodicals, and trade 
and scientific publications published for information on certain 
subjects of interest to certain groups. 


Immediately after the quotation of section 616(c) of the 
Revenue Act of 1932, as amended by section 6(a) of the 
Act of Congress approved June 16, 1933 (Public, No. 73, 
Seventy-third Congress), which precedes article 43 as 
amended by Treasury Decision 4393, the following subtitle 
and quotation of section 713 of the Revenue Act of 1938 
are inserted: 

Section 713 of the Revenue Act of 1938. 

(a) Section 616(c) of the Revenue Act of 1932, as amended, is 
further amended by inserting after the word ‘‘plants’’ in the sec- 
ond sentence thereof a comma and the following words: ‘‘or to 
electric and power plants or systems owned and operated by co- 


6perative or nonprofit corporations engaged in rural electrifica- 
tion.”’ 


(b) The amendment made by subsection (a) shall apply only 
to electric energy sold on or after July 1, 1938. 

Article 43, as amended, is further amended by adding 
the following new paragraph at the end thereof: 

On and after July 1, 1938, sales of electrical energy by electric 
and power plants or systems owned and operated by coéperative 
or nonprofit corporations engaged in rural electrification, are ex- 
empt from tax. 

This Treasury decision shall be effective as of July 1, 1938. 

This Treasury decision is issued under authority pre- 
scribed in section 628 of the Revenue Act of 1932. 


Exemptions—Religious, Charitable, Etc., Corporations.— 
The M Company, a corporation organized to conduct and 
operate (or participate in conducting and operating) public 
fairs or expositions for the benefit and development of the 
agricultural, horticultural, live stock, and other resources 
of the State of R and the several counties and municipalities 
thereof, is not entitled to exemption as a corporation or- 
ganized and operated exclusively for educational purposes 
under section 101(6) of the Revenue Act of 1936, but is 
exempt under section 101(7) of that Act—G. C. M. 19836, 
1938-27-9427 (p. 5). 

Gross Income—Period of Inclusion—An amount of x 
dollars received in 1937 by the M Baking Co., whose books 
are kept on the accrual basis, from the N Milling Co. pur- 
suant to an offer of settlement made by the milling company 
in the same year with respect to the claim of the baking 
company for reimbursement of the federal processing taxes 
included in the prices paid for flour purchased in 1935 
constituted income to the M Baking Co. in 1937 for the pur- 
poses of the taxes imposed by Titles I and III of the 
Revenue Act of 1936.—I. T. 3205, 1938-29-9451 (p. 4). 

* * * 

Gross Income—Period of Inclusion.—Fees received in 
1934 by B, whose books are kept on the cash receipts and 
disbursements basis, as compensation for his personal serv- 
ices as executor of an estate in Massachusetts constitute 
income for the year in which received even though such 


fees had not been allowed by the court.—G, C. M. 20296, 
1938-30-9460 (p. 14). 







































































































































































































































































































































































































































































































































































































































Amount Recovered by Suit—Taxability.—(1) A corpora- 
tion recovering a judgment in 1935 against the city of New 
York for damages, being indebted to another (B) for ad- 
vances, causes, pursuant to an earlier agreement, the 
amount of the judgment to be cleared through a third 
person, thereby discharging its indebtedness to B. It is 
held that the earlier agreement did not operate as an as- 
signment of the damage award to B, and the amount thereof 
is taxable income of the corporation. The Board further 
denies taxpayer’s contention that the damages recovered 
were in recoupment of the loss suffered on its construction 
contract and that, as such, the damages are not income. 
‘Taxpayer having reported on the completed-contract basis, 
it is presumed the loss was reflected in the return for 1921 
when the job was completed. 

(2) Commissioner’s disallowance of deduction for ex- 
penses applicable to prior years is approved where, although 
the form of the Commissioner's determination leaves much 
to be desired as to the nature and identity of the items dis- 
allowed, taxpayer fails to sustain the burden of proof. 

(3) Acreditor who received payment from a corporation 
for advances made to the corporation in prior years is not 
liable as a transferee of assets for the corporation’s un- 
accrued income taxes for the year of payment, notwith- 
standing that such creditor is a minority shareholder, no 
distribution to shareholders having been made.—Newman 
and Carey Subway Construction Company v. Commissioner. 
Estate of Henry Roth, as Alleged Transferee of the Assets of 
Newman and Carey Subway Construction Company v. Commis- 
sioner, Decision 10,072 [CCH]; Dockets 88775, 88776. 37 
BTA —, No. 171. 

Association v. Tenancy in Common.—The Stantex Pe- 
troleum Co., lessee of an oil and gas lease, sold undivided 
interests therein accompanied by an agreement to drill a 
well on the leased property at its own expense. Oil and 
gas were discovered in paying quantities, and during the 
taxable periods, the assignor, in accordance with provisions 
of the assignments, operated the lease and, as agent for 
the holders of undivided interests, sold the output of the 
wells and distributed the proceeds, less costs of operation, 
to the leaseholders. It is held that the petitioners are not 
associations taxable as corporations.—Stantex Petroleum 
Company as Alleged Trustee for Lillie Morse Syndicate No. 2 
v7. Commissioner; Stantex Petroleum Company as Alleged 
Trustee for Lillie Morse Syndicate No. 1 v. Commissioner, 
Decision 10,113 [CCH]; Dockets 89531, 89532. 38 BTA —, 
No. 39. 

Attorney’s Fees—Deductibility—Pursuant to remanding 
by Second Circuit (89 Fed. (2d) 882, 37-1 ustc § 9290), the 
Board determines the amount of deductible attorney fees. 
A Government suit charged violation of the anti-trust laws 
and sought three remedies. Under a consent decree the 
Government was successful as to one issue and lost on the 
other two. The Board holds that the attorney fees should 
be allocated equally to the three issues, and allows deduc- 
tion for two-thirds thereof allocable to the cost of defend- 
ing the issues in which taxpaver was successful.—General 
Outdoor Advertising Company, Inc. v. Commissioner, Decision 
10,072-B [CCH]; Docket 66511. Memorandum opinion. 

+ * * 


Pursuant to remanding by the Second Circuit (89 Fed. 
(2d) 878, 37-1 ustc 9289), the Board determines the de- 
ductible amount of attorney fees expended in defense of 
a suit by the Government, for violation of the anti-trust 
laws. The Board finds that two-thirds of the amount ex- 
pended is allocable to that part of the proceeding in which 
the taxpayer prevailed, and allows deduction for that part 
of the attorney fees.—National Outdoor Advertising Bureau, 
Inc. v. Commissioner, Decision 10,072-C [CCH]; Dockets 
65252, 70999. Memorandum opinion. 


Bad Debt—Ascertainment of Worthlessness.—Debt was 
properly ascertained to have become worthless in 1933, 
when petitioner’s debtor sustained additional losses and 
informed petitioner that he would be unable to liquidate 
the debt.—Carl F. Andrus v. Commissioner, Decision 10,072-A 
[CCH]; Docket 83622. Memorandum opinion. 


Bankruptcy — Sec. 77B — Board’s Jurisdiction. — Where 
prior to the filing of petition with the Board a debtor’s pe- 
tition for reorganization under section 77B of the Federal 
Bankruptcy Act has been filed by the taxpayer with a 
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United States District Court and that court has entered 
an order approving the debtor’s petition, the Board has no 
jurisdiction to hear the petition. Art, 274-2, Reg. 94 relative 
to Board jurisdiction in such cases is approved.—Molly-es 
Doll Outfitters, Inc. v. Commissioner, Decision 10,081 [CCH]; 
Docket 92642. 38 BTA —, No. 1. 


Basis of Loss—Determination.—The stockholders of A 
Corporation and C Bank were identical and, under a deposit 
agreement, held their stock in units composed of one share 
of each corporation, the articles of A providing that the 
transfer of a share of C Bank ipso facto resulted in the 
transfer of a share of A. C Bank entered into a consolida- 
tion agreement with M Bank whereby the stockholders of 
M Bank would receive 25 percent of C Bank’s stock for 
what amounted to more than 98 percent of M Bank assets. 
The parties also contemplated the acquisition by M Bank 
stockholders of 25 percent of A Corporation stock. This 
was to be effected by the transfer of M Bank assets having 
a value of $500,000, and being less than 2 percent of the total 
assets of M Bank, to a new corporation for all of its shares, 
after which the shares of the new corporation were to be 
transferred to A Corporation under an agreement between 
A Corporation and the stockholders of M Bank and A 
Corporation was to issue the said 25 percent of its stock to 
the stockholders of M Bank. A Corporation was bound 
to issue 25 percent of its shares to the stockholders of M 
Bank only upon condition that the consolidation of M Bank 
and C Bank should occur through the transfer of M Bank 
assets to C Bank for 25 percent of the stock of C Bank. 
In accordance with the proposed plans and subject to the 
agreements, A authorized the additional shares, earmarking 
them for the use agreed on and thereafter issued the said 
shares in accordance therewith, receiving the stock of the 
new corporation, while C Bank received all of the assets of 
M Bank except the assets used in organizing the new cor- 
poration. For the stock of the new corporation and the 
assets of M Bank transferred to C Bank the M Bank stock- 
holders received 25 percent of the stock of A Corporation 
and 25 percent of the stock of C Bank. Approximately two 
years later and during the taxable year, the new corpora- 
tion was dissolved and upon such dissolution A Corpora- 
tion, the petitioner herein, received $444,816.94 in cash. It 
is held that the 25 percent of the stock of A Corporation 
issued to the M Bank stockholders was issued not only 
for the stock of the new corporation actually received by A 
Corporation, but also as a part of the consideration for the 
assets of M Bank which were transferred to C Bank, and, 
on the evidence, that the cost to petitioner of the shares of 
the new corporation was not in excess of $500,000. Peti- 
tioner in its return, claimed that the basis was over 
$4,751,000.—Amerex Holding Corporation (Formerly Chase 
Corporation) v. Commissioner, Decision 10,073 [CCH]; 
Docket 75357. 37 BTA —, No. 172. 


Bequests to Beneficiaries as Executors and Trustees— 
Non-Taxable as Compensation.—Distributions made from 
the income of a testamentary trust in 1934 to the execu- 
tors and trustees, who were also named as beneficiaries of 
the trust both as to the income and principal, as “full com- 
pensation in lieu of all commissions to them either as 
trustees or executors,” are not compensation for services 
as executors and trustees, and to the extent that such dis- 
tributions represented dividends on shares of stock of 
domestic corporations they are not subject to normal tax. 
—J. Edward Murray v. Commissioner, Frederick C. Mce- 
Cormack v. Commissioner, Lizzie May Parker, Exrx., Estate 
of William H. Parker, Deceased v. Commissioner. Mercantile 
Trust Company of Baltimore and J. Stanley Heuisler, Exrs. 
of Philip I. Heuisler v. Commissioner. Edna L. Hindes, Exrx. 
of Joseph F. Hindes, Deceased v. Commissioner, Decision 
10,078 [CCH]; Dockets 88629, 88630, 88631, 88632, 88633. 
38 BTA —, No. 5. 

Sale of Securities—Capital Net Loss.—Losses sustained 
in December, 1932, on the sales of securities, some of which 
were held less than two years, are deductible where the 
petitioner did not reacquire nor enter into an agreement 
whereby he was to reacquire the same or substantially 
identical securities within the period beginning 30 days be- 
fore and ending 30 days after the sales, although he actually 
reacquired the securities in February, 1933.—J. E. Otterson 
v. Commissioner, Decision 10,073-A [CCH]; Docket 82946. 
Memorandum opinion, 
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Court Decisions 


Appellate and Lower Courts 


Alien Property Custodian—Claims Released.—Without 
deciding the merits of plaintiff's contention that certain in- 
come taxes were erroneously paid by the Alien Property 
Custodian while in possession of taxpayer’s property (as 
held by the lower Court), the instant Court denies recovery 
of the taxes, on the ground that taxpayer released her 
claims to recovery of any such taxes as part consideration 
of a settlement agreement which provided for the return 
of her property to her. 

Reversing on ground that plaintifi’s claims were released, 
District Court decision, 20 Fed. Supp. 175, reported at 37-2 
uste §9417.—U. S. Circuit Court of Appeals, Second Cir- 
cuit, in George O., Castell, Ancillary Exr., Estate of Beta 
Isenberg, Deceased v. United States. 


Amortization of Bond Discount—Predecessor Corpora- 
tion.—Transferee corporation may not deduct the unamor- 
tized bond discount of its predecessor, where it acquired 
the predecessor’s assets in a transfer effected under au- 
thority of Pennsylvania law, Act of 1874 as amended, also 
called the “short form merger” Act. Under that Act, the 
purchasing corporation does not succeed, simply by opera- 
tion of law, to the liabilities of the seller. 

Affirming Board of Tax Appeals memorandum opinion.— 
U. S. Circuit Court of Appeals, Second Circuit, in General 


Gas and Electric Corporation v. Commissioner of Internal 
Revenue. 


Basis of Gain—Estoppel.—Where taxpayers exchanged 
certain stock in 1929 for other stock, but reported no gain 
because they believed the exchange was tax-free, they are 
not estopped, on sale of the stock in the following year, 
from using as the basis the value of such stock when re- 
ceived on the exchange, although the statute of limitations 
bars the deficiency for 1929, Within the 1929 assessment 
period, that year had been examined by a revenue agent 
to whom the work sheets pertaining to the transaction in 
question were available. 

Affirming Board of Tax Appeals memorandum opinion.— 
U. S. Circuit Court of Appeals, Eighth Circuit, in Guy T. 
Helvering, Commissioner of Internal Revenue v. Mrs. Georgie 
O. Williams. Guy T. Helvering, Commissioner of Internal 
Revenue v. Eugene F. Williams. Nos. 11,079 and 11,080, May 
Term, 1938. 

Bonus Illegally Retained—Income.—In 1921 taxpayer 
participated with others in a scheme whereby taxpayer's 
corporation and two other oil companies agreed to pur- 
chase oil at $1.75 per barrel from a newly formed Canadian 
company which acquired the oil for $1.50 per barrel. The 
difference in price was divided among taxpayer and four 
others. In 1922 and 1923, taxpayer’s share totalled $727,C00. 
which was delivered to him in liberty bonds. In May, 1923, 
the Senate began to investigate the transaction. In Septem- 
ber, 1923, taxpayer resigned as president of his corporation, 
and in December, 1923, he left for France, first delivering 
the bonds to his son and instructing him to deliver them 
to the corporation upon his (taxpaver’s) death or during 
his life upon his written order. In 1925 the bonds (and an 
additional sum to cover coupons which taxpayer had 
clipped) were delivered, by taxpayer’s order, to the cor- 
poration. It is held that although the bonds were the 
property of the corporation in the sense that it could have 
reclaimed them, they were retained by taxpayer as his own 
in 1922 and 1923 and were taxable to him. Rau v. U. S., 260 
Fed. 131, overruled. It is held also that the omission of 
the income from taxpayer’s 1922 and 1923 returns was fraud- 
ulent with intent to evade tax, and that, therefore, the 
statutory assessment period has not expired. 

Affirming Board of Tax Appeals decision, 35 BTA 975, 
CCH Dec. 9642, reported at 382 CCH { 1443.15.—U. S. 
Circuit Court of Appeals, Second Circuit, in The National 
City Bank of New York, Exr., Estate of James FE. O’Neil, 
Deceased v. Guy T. Helvering, Commissioner of Internal 
Revenue. 

Capital Gain—1924 and 1926 Acts.—Taxpayer sold real 
estate, held over two years, on the installment basis in 
1923. The evidence being found to support the Board’s 
finding that, during 1923 to 1927, the taxpayer was “actively 
and continuously engaged in the development and sale of 
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real estate,” taxpayer is not entitled to the benefit of the 
capital gain provisions of the 1924 and 1926 Acts with re- 
spect to deferred installments collected in 1924 to 1927, 
the real estate involved not representing capital assets. 
Affirming Board of Tax Appeals memorandum decision, 
CCH Dec. 9509-C.—U. S. Circuit Court of Appeals, Fifth 
Circuit, in C. Perry Snell v. Commissioner of Internal Revenue. 


‘No. 8731. 


Capital Stock Tax.—Adjusted declared value of corpora- 
tion’s capital stock may not be reduced, for the year ended 
June 30, 1935, by the $750,000 distribution, not out of earn- 
ings and profits, and not in partial liquidation because 
there was no redemption of stock as is prescribed by the 
definition of “partial liquidation” in section 115 (i), 1934 
Act.—U. S. District Court, Dist. of Minnesota, Third Divi- 
sion, in Arthur Iron Mining Company v. James R. Landy, 
Collector of Internal Revenue. Law No. 2970. 


Compromise of Taxes—Debtor in Reorganization.—Dis- 
trict Court did not err in approving a compromise for 
$400,000, under the Bankruptcy Act, of claim for income 
taxes for the years 1923 to 1936, against the debtor in re- 
organization and its subsidiaries, totalling, with interest, 
approximately $1,110,000. The court refuses to decide 
whether the Government properly taxed as income in the 
year loans were made, bonuses of apprgximately 5 per cent, 
deducted by the taxpayer from the face value of the loans. 
The question of whether such bonuses represent income 
in the year of the loans, on the accrual basis, is not free 
from doubt; and since the purpose of a compromise is to 
avoid the determination of sharply contested and dubious 
issues, it was not an abuse of discretion for the district 
court to presuppose some probability of validity in the 
government’s tax claim, and to approve the settlement. 

Affirming the District Court.—U. S. Circuit Court of 
Appeals, Second Circuit, in In the Matter of the Prudence 
Company, Inc. In the Matter of the Application of Stephen 
Callaghan, John M. McGrath and William T. Cowin, Trustees 
of The Prudence Company, Inc., for Instruction, Etc. Bertha 
Stein, Intervening Creditor, Appellant, John M. McGrath and 


William T. Cowin, Trustees of The Prudence Company, Inc., 
Respondents. 


Contributions — Deductibility.— Contributions to the 
United Special Aid Association, an unincorporated associa- 
tion, were deductible. The association was organized by 
a small group of individuals and the contributions were 
disbursed largely though not entirely to needy and worthy 
old family retainers. The court overrules the contention 
that the organization merely served as a means for the 
bestowal of private bounties. The fact that the benefi- 
ciaries were all personally known to one or more of the 
members and were persons who might have been given 
aid if the association had not existed does not change the 
character of the association. Dissenting opinion. 

Reversing Board of Tax Appeals decision, 36 BTA 859, 
Dec. 9806.—U. S. Circuit Court of Appeals, Second Circuit, 
in Henry O. Havemeyer v. Commissioner of Internal Revenue. 


Corporation’s Gain on Sale of Own Stock.—Taxpayer, 
pursuant to a plan for profit-sharing with its customers 
created a new corporation in which they were to take 
stock. The assets of the new corporation were to be tax- 
payer’s stock. Taxpayer bought its own shares in the 
market and sold them (in 1932) at a profit, to the new 
corporation. It is held that the gain on the sale of the 
shares was not taxable except to the extent that the selling 
price (agreed upon in 1929 when the plan was adopted) 
exceeded the value of the shares at the time of the sale. 

Reversing Board of Tax Appeals decision, 36 BTA 260, 
Dec. 9704, reported at 381 CCH [{79.021.—U. S. Circuit 
Court of Appeals, Second Circuit, in E. R. Sauibb & Sons v. 
Guy T. Helvering, Commissioner of Internal Revenue. 


Decedent’s Tax Liability—Jurisdiction—Securities Ex- 
changed—Date Determined.—Motion of executors to dis- 
miss proceedings as moot was properly denied by the 
3oard, where petitioners’ motion was based solely on the 
ground that the estate had no assets from which the de- 
ficiency could be paid. 

Exchange of securities is held to have been made on 
January 15, 1924, and not on December 31, 1923; and there- 
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fore, the gain is taxable, in 1924, under the provisions of 
the 1924 Act. In order that the tax effect might be re- 
flected in 1923, the taxpayer made an attempt to close the 
transaction on December 31, 1923, by transferring to a firm 
of investment bankers the shares of stock which he wished 
to dispose of for bonds of a value which would yield him 
a 7 per cent return on his investment, based on the values 
of the shares when so transferred. Until the bonds he was 
to receive could be properly identified, three blocks of 
bonds were temporarily transferred to his account on the 
books of the bankers, but delivery was not made, and the 
transaction was not completed until January 15, 1924, 
Affirming Board of Tax Appeals decision 34 BTA 451, 
Dec. 9314.—U. S. Circuit Court of Appeals, Seventh Cir- 
cuit, in Edgar Stanton and Joseph C. Beldon, Exrs., Estate of 
George Campbell Rew, Deceased v. Commissioner of Internal 
Revenue. No. 6060, October Term, 1937, April Session, 1938. 


Deductions—Partnership Interest.—The $15,000 excess 
paid over the agreed cash price for an interest in a partner- 
ship may not be deducted as interest. Petitioner, in pur- 
chasing the partnership interest agreed to pay $225,000 in 
deferred payments without interest, rather than the $210,000 
cash price with interest. 

Commissioner and the Board of Tax Appeals correctly 
determined petitioner’s distributive share of partnership in- 
terest in the year of sale of one partner’s interest.—U. S. 


District Court, Eastern Dist. of New York in Carl Lang v. 
United States. 


Dividends—Ordinary v. Liquidating.—Distribution made 
in 1928 by a corporation by decreasing its outstanding cap- 
ital by reducing the par value of shares was not taxable 
as an ordinary dividend where there were no earnings or 
profits accumulated since February 28, 1913, except those 
which had been capitalized by means of stock dividends in 
1913, 1917, and 1928. A stock dividend takes the earnings 
out of the control of the company and impounds them until 
dissolution or cancellation of the shares so that the earn- 
ings so capitalized are not available for further distribution. 
Where the issuance of the stock dividend is bona fide, and 
was not made for the mere purpose of saving taxes, its 
later redemption may not be regarded as the equivalent of 
a taxable dividend, under section 115 (g), 1928 Act. 

Reversing Board of Tax Appeals memorandum decision. 
—U. S. Circuit Court of Appeals, Second Circuit, in William 


A. Patty v. Guy T. Helvering, Commissioner of Internal 
Revenue. 


Estate Tax.—Gross estate includes the proceeds of War 
Risk Insurance policies, despite the provisions of section 28 
of the War Risk Insurance Act exempting such proceeds 
from taxation. The estate tax is laid on the power to trans- 
mit and not upon the policy or proceeds. 

Affirming Board of Tax Appeals memorandum opinion.— 
U. S. Circuit Court of Appeals, Second Circuit, in U. S. 
Trust Company of New York, Exr., u/w of George H. Bunker, 
Deceased v. Commissioner of Internal Revenue. 


Estate Tax—Tenancy in Common—Deduction of Chari- 
table Legacies.—At the time of decedent’s death on January 
12, 1925, there were registered certain shares of stock in 
the names of himself and his wife (called two-name ac- 
count) and certain other shares in the names of himself, 
his wife, and his daughter, called three-name accounts, In- 
struments transferring these shares to these two-name and 
three-name accounts were executed in 1906 and 1907, under 
the laws of New York and Rhode Island, respectively, It 
is held that under the laws of those states, the instruments 
created tenancies in common rather than joint tenancies, 
and that only one-half of the value of the two-name ac- 
counts, and one-third of the value of the three-name ac- 
counts, are includible in the gross estate. 

Deduction is allowed of the full amount of $142,000 be- 
queathed to charity, despite a clause in the will limiting 
the total amount of this and other legacies to not more 
than one-fourth of the amount of the residuary estate. By 
order of the Probate Court, the entire amount of the 
$142,000 was eventually paid by the executors.—U. S. Dis- 
trict Court, Dist. of Rhode Island, in Lavinia B. Hoxie, et al., 
Exrs. v. Frank A. Page, Individually and as Collector of In- 
ternal Revenue. Law No. 2545. 


Estate Tax—Valuation of Close Corporation Stock.—In 
connection with an estate tax return by reason of her death 
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in 1934, decedent’s executors valued 774 shares of the capital 
stock of the William Lindeke Land Company, a close cor- 
poration, at $25 per share. The Commissioner valued the 
stock at $125 per share. After giving effect to the net 
worth of the corporation, its earning and dividend paying 
capacity, opinion evidence as to the value of the stock, and 
other factors such as marketability of the assets and of 
the stock, and valuations as reported in capital stock tax 
returns, the Court finds the value of the stock to be $80 
per share.—U. S. District Court, Dist. of Minnesota, Third 
Division, in First Trust Company of St. Paul, Exr., Last Will 
and Testament of Rose L. Schurmeter, Deceased v. James R. 
Landy, Collector of Internal Revenue. 


Excise Tax on Sporting Goods—Football Helmets.— 
Football helmets and shoulder pads and boxing gloves and 
baseball gloves, manufactured principally for use by 
children, were taxable as sporting goods where they are 
fit for practical use in the sports to which they relate. Cer- 
tain other types of children’s baseball gloves and boxing 
gloves were not taxable as sporting goods where they were 
not adaptable to practical sports use.—U. S. District Court, 
Southern Dist. of Ohio, Western Division, in Stanley F. 
Hutchinson, et al. v. Thomas J. Conner, Collector of Internal 
Revenue. Law No, 5111. 


Excise Taxes—Claim for Refund—Adequacy.—The Gov- 
ernment moves to dismiss taxpayer’s suit for recovery of 
taxes on games because the claim for refund failed to assert 
that the taxes were not passed on to the purchaser. The 
Court holds that before the refund claim was filed, the 
provision requiring such allegation had been removed from 
the Regulations and that, accordingly, it was not necessary 
to make the allegation in the claim as a condition for main- 
taining the suit. Sec. 621 of the 1932 Act does not clearly 
require taxpayer to make such allegation in his refund 
claim. However, plaintiff should amend his complaint to 
aver all the facts that the statute requires to be proven 
before he may be repaid the money collected on account 
of the tax, whereupon motion to dismiss will be denied.— 
U. S. District Court, Northern Dist. of Illinois, Eastern 
Division, in D. Gottlieb & Company v. Carter H. Harrison, 
Personally and as Collector of Internal Revenue, First District 
of Illinois. No. 46182. 


Exemptions—Business League.—Retail Credit Associa- 
tion of Minneapolis is exempt from income tax as a “busi- 
ness league.” The association has no stock or stockholders, 
there are no profits for distribution, and no salaries for 
services. It was formed for the purpose of educating the 
buying public in the use of credit—U. S. District Court, 
Dist. of Minnesota, Fourth Division, in Retail Credit As- 
sociation of Minneapolis v. United States. Law No. 3805. 


Improvements by Lessee—Income Status——Where a 
lessee under a long-term lease, entered into in 1925, made 
permanent improvements at various times, the landlord 
did not realize income therefrom in 1934 when he repos- 
sessed the property upon lessee’s default.—U. S. District 


Court, Dist. of New York, in Everett Dominick v. United 
States. 


Insurance Commissions—Taxability.—Before his death 
decedent was employed by insurance companies under con- 
tracts which provided, in effect, that he receive a commis- 
sion On premiums paid to the company. It is held that 
the value of decedent’s right or expectancy on account of 
commissions upon premiums which policy holders after 
his death might, but were not obligated to pay, did not 
constitute accrued income to him for the portion of the 
calendar year during which he lived.—U. S. District Court, 
Western Dist. of Washington, Southern Division, in Seattle 
First National Bank, Exr., Last Will and Testament of Marion 
R. Cummings, Deceased v. Thor W. Henricksen, Individually 
and as Acting Collector of Internal Revenue, Dist. of Wash- 
ington. Grace Boyns, Exrx., Estate of Robert S. Boyns, De- 
ceased v. Thor W. Henricksen. 

Repealed Soft Drinks Tax—Carbonic Acid Gas.—Brewers 
of beer containing one-half of 1 per cent or more alcohol are 
not manufacturers of a carbonated beverage, and carbonic 
acid gas sold to brewers for use in the manufacture of beer 
is not subject to the soft drink tax imposed by Sec. 615 (a) 
(7), 1932 Act.—U. S. District Court, Northern Dist. of 
Illinois, Eastern Division, in Liguid Carbonic Corporation 


uv. Carter H. Harrison, Collector of Internal Revenue. No. 
44254. 4 








